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EXECUTIVE OFFICE OF THE PRESIDENT 

. COUNCIL OF ECONOMIC ADVISERS 

WASHINGTON, D.C. 20500 

THE CHAIRMAN 

October 3, 1997 

MEMORANDUM FOR THE PRESIDENT 

FROM: LAWRENCE SUMMERS 
JANET YELLEN . 

SUBJECT: Targets and Timetables for Reducing Greenhouse Gas Emissions 

Executive Summary 

This memo provides a preliminary evaluation of the likely economic consequences for 
the United States of a program to attain 1990 CO2 emissions levels by 2010. It conclud~s that . 
. , I 

the attainffii;nt of such a goal would necessitate at least a doubling in energy prices and impose
I 

substantial economic costs. tn contrast, a more gradual emissions reduction path that eliminates 
emissions growth by 2010-2020 and reduces emissions to 1990 levels thereafter capturds nearly 
identical environmental benefits as the more aggressive approach while entailing costs ~etween 
one tenth and one third as large. I 

If attained through domestic emissions reductions alone the "1990 by 2010" target 
requires a reduction in CO2 emissions of roughly 30% relative to projected 2010 emissibns 
assuming "business as usu~I". The reduction in energy use needed to meet this goal wo~ld be 
comparable to that acliieved during the decade of the OPEC price hikes. so that energylprice 
increases 0/similar magnitude are likely. Economic analysis and historical precedent suggest 

. ... I 

that energy price increases of this size would have stagflationary consequences. As in the decade 
of the oil shocks. both unemployment and inflation would undoubtedly rise, at least for a time. 

An "idealized" system of international permit trading among Annex I countries could 
hypothetically halve the change in carbon emissions prices needed to attain a 1990 by 21010 goal. 
This would mean paying Russia and other Eastern European countries to reduce emissi6ns in 
place of the United States. However, such an arrangement could prove infeasible for a humber 
of reasons, including difficulties in establishing adequate enforcement and monitoring I 
mechanisms in the near ternl. Joint implementation with non-Annex 1 countries is likely t9 
marginally reduce the impact on energy prices in the United States. 

The memo argues ihilt a more gradual timetable for 'emissions reduction can deUver 
I 

virwally idenlicat (;.'l1virOllmental benefits at a fraction ofthe (ost. The aggressive" 1910 by 
20 I0" path is extremely inefficient because it requires premature scrappage of capital and 
foregoes the considerable advantages of waiting for the development of carbon-lean tedhnologies 
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before replacing existing plant arid equipment. In contrast, a timetable that eliminates emissions 
growth in.~:le second decade of the prdgram (2010-2020) and reduces emissions to 1990llevels 
and below :In subsequent decades, is consi~tent with a long-term goal of stabilizing atmospheric 
CO2 concentrations. The total cost ofthis "back-loaded" approach is likely one third to lone 
tenth that ofthe 'front-loaded" 1990 by 2010 program. Implementation of the gradual ~imetable 
requires an early. modest increase in the price ofcarbon emissions, along with a crediblJ 
commitment to further emissions price increases over time. 

In comparison with a more gradual emissions reduction timetable, the environmental 
benefits ofan aggressive abatement target are minimal. For example, the expected diff6rertce in 
global average temperature in 2100 along a fast-takeoff abatement path that attains 199~ 
emissioris by 2010 and a slow-takeoff abat,ement path that peaks in 2015 and attains 199 ° 

1
emissions by 2040 is less than 0.05 degrees Celsius. Between now and 2100, global average 
temperatu[(! is expected to rise about 2~ degrees Celsius irrespective of the path chosen for 
Annex I sta.bilizalion, assuming developing countries continue with business as usuaL 

/' 

The body of this memorandum lays out the rationale for these conclusions. 

) 
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I. Introduli!tion 

The Framework Convention on Climate Change signed at the 1992 earth summit in Rio 
de Janeiro called for carbon dioxide emissions in 2000 at 1990 levels. Most countries, including 

,the United States, are unlikely to achieve these emissions reductions. But the Rio appro~ch 
remains historically important, and most quantitative proposals that have been advancedlin the 
run up to Kyoto can be understood as variants of the Rio target and timetable. In particular, a 
proposal to "stabilize CO2 emissions at 1990 levels by 2010" (and variants thereof, inclutling a 
more stringent proposal by several EU countries to stabilize at 10% below 1990 levels by 20 10) 

has received considerable attention. , , I 

This memo assesses the consequences for the U.S. economy of a program to attain 1990 
I 

CO2 emissions levels by 20 10. It compares the costs and cost effectiveness of this basel~ne 
- proposal with those of alternative targets and timetables that entail a less rapid .initial reduction in 

CO2 emissions levels. The conclusions described here rely on the substantial body of echnomic 
analysis tha.t has been conducted by researchers worldwide, including the lntergovemmdntal 
Panel on Climate Change (IPCC), and Administration economists. 

II. 1990 by 2010: The Scope of the Task 

To appreciate the ambitiousness of a program to curb U.S. emissions levels to 1990 by 
2010 it is necessary to recognize that, by 2010, emissions are likely to exceed their 19901 levels 
by about 31 percent. I As of 1996, energy related carbon emissions were already 9 percent above 
1990 levels. Growth in the economy through the end of the next decade would further d.ise 
energy use and carbon emissions. Even under an optimistic assumption concerning the pace of 
improvement of energy efficiency (0.9 percent per year), there would be further increase~ in . 
carbon emissions of about 22 percent over current levels by 2010 if we continue with bulsiness as 
usual. Asubstantial increase in the price of carbon emissions will be needed to induce sJch a 
large emissions decline. 

An increase in the price of carbon emissions--whether achieved through a system of 
tradeable emissions permits or a: carbon tax--creates incentives to reduce emissions in ~o 
separate ways: by reducing overall energy use; and by inducing switches among fuels, a~ay from 
high-carbon fuels like coal and toward low- and no-carbon fuels, such as natural gas and 
renewable energy. Reasonable estimates suggest that interfuel substitution in response tb higher 
carbon emissions prices could accomplish between 25 and 45 percent of the overall task[ 'with the 
remainder occurring through reduced energy use. The implication is that overall energy llse must 

I This assumes a 2.4 percent annual GDP growth rate. Even with a more modetate 
assumption of2.2 percent annual GDP growth, carbon emissions in 2010 would exceed their 
1990 level by about 28 perce'nt. 
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dedi ne by about 15% to 18% relative to "business as usual" levels to attain the 1990 by 2010 
emissions target. Energy use does respond to changes in the price of energy; but history kuggests 
that the responsiveness is low over periods as short as a decade. In particular, the experidnce of 
the United States during the 1970s and 1980s suggests that energy prices would need to Jt least 
double--as they did during the OPEC oil shock period--to attain a 1990 by 20 I 0 target. 

Cornparison with tbe Oil Sbocks.· Figure 1 shows aggregate energy use in the lJnited 
States and the relative price of energy over the period 1960 to 1990. During the oil-shack period 
--1973 ta I 984--energy use remained virtually constant in absolute terms while GOP gre.tv about 
2.5% per annum in real terms. The relative price af energy rose about 130 percent durin~ these' 
years. Again assuming a 0.9 percent pace of improvement in energy efficiency with codtant 
energy prices, the 130 percent energy price hike served to reduce energy use about 16 pe~cent 
relative to the "business as usuar' baseline. This experience suggests that an increase inlrelative 
energy prices roughly comparable to the 130% OPEC-induced rise will be needed to lower 
energy use by the 15 to J8 percent required to reach the 1990 by 2010 target. A 130% ihcrease 
in ellergy prices translates into a carbon tax ofroughly $170 per ton. 

Model results.. Numerous economic/energy models have been used ta estimate the 
impact of a 1990 by 2010 program on energy prices. These models arrive at the same ca'nclusion 
as was generated above using no model whatsoever: a program to achieve 1990 emissiorls by 
2010 would likely entail at least a doubling of energy prices. A broad range of models place the 
carbon pennit price required to achieve 1990 emissions by 2010 in the range of$80 to $250 per 
ton. If fully passed through to energy prices, a permit price of $1 00 per ton, for exampld, entails 

; a 76 percent increase in energy prices. The impact on the prices of different sources of dnergy 
. I 

are all larg'i~, but the effect on coal is particularly severe. The price of coal would more than 
triple, while the price of a barrel of petroleum would increase by about fifty percent. Gak at the 
pump would increase in price by about 26 cents. Relative to the BTU tax proposed by t~e 
Administration in 1993 a $100 implicit carbon tax is about 5 times as large. Thus, attairling a 
goal of 1990 by 2010 would have very large effects on our economy. 

. Evidence from Inteniational Comparisons. A final piece of evidence confirming the 
conclusion that a strong price signal over a long period of time is necessary to alter ener~y use 
comes from comparisons of energy usage between the United States and Europe. It shoald 
hardly be surprising that energy use per dollar of GDP is lower in Europe than the Unitea States. 
-Energy prices in Europe have long been substantially higher--roughly double U.S. ener~y prices. 
Moreover, major differences in living patterns between the United States and Europe reiult in 
higher European energy efficiency. In addition to the geographical "advantage", from ap energy 
efficiency standpoint, of Europe's higher popUlation density, resulting in lower transportation 
requirements, Europe has locked in place many long-run adaptations to high energy prides.

• I 
Innovations in the design of housing and transportation systems and the configuration of 
residential areas have occUlTed in response to high energy prices. But in spite of its .nat4ral 
advantages and its long history of high energy prices, energy per dollar ofGDP is only 14% 
lower in Europe than in the United States. This means that even if the United States were to 
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become Europe--energywise per dollar ofGDP--its energy s~vings, evenin the long run, would 
be no greater than 44 percent. This U.S.-Europe comparison supports the conclusions drJwn 
from the natural experiment ofthe oil shock: namely, aretumto 1990 emissions will not bccur 
without very major price measures over a long period oftime. . I 

The Role of Technology and the Scope for "No Regrets" Policies. According to the 
preceding assessment, a large price inducement is necessary to meet a 1990 by 2010 targJi. Your 
economic advisers agree on this conclusion. However several of your advisers are more I 
optimistic about the chances of achieving a 1990 by 2010 target. They emphasize the cur.rent , , 

avai lability of "no regrets" (cost-saving) technologies that promise substantial opportunities for 
. I 

abatement. A recent report by the Department of Energy research laboratories, for example, 
catalogues emissions-saving technologies that, by their calculations, are currently "cost I 
effective." If put in place now, such practices could allegedly reduce emissions by between 30 to 
50 percent of the amount needed to reach a 1990 by 2010 targe!. Even so, the report find~ that 
"aggressive" and "invigorated" government policies--incJuding potentially costly and inttusive 
regulations and standards--as well as a $50 carbon tax would be necessary to reach (he 1990 by 
20 10 target. 

. Your economic advisers agree that there now exist unused technological opportunities for 

. emissions reduction, but we question by what means, over what time frame, and at what hpense 
government policies could change private behavior if such opportunities are currently I 
underutilized. Engineering studies generally ignore the sometimes subtle disadvantages of 
available cost-saving technologies or overestimate their hypothetical returns. AJ{ exampl1e is 
illustrative: significant energy and cost savings could result if consumers replace incanddscent 
bulbs with compact fluorescents. Over the long lifetime of such bulbs there would also tie a 
substantial monetary gain. However, actual adoption of these light bulbs has been slow (0 date, 
possibly due to pure inertia, possibly because consumers dislike their color, or perhaps b~cause 
they apply a high "discount rate" when valuing energy s~vings that accrue after the. purdaser 
may have switched residence. Several recent studies have demonstrated that the actual rbturns to 
home improvement investments, such as attic insulation, often fall short of those predict~d by 
engineering stUdies, 

. Regardless of the reasons, if consumers have not adopted "no regrets" measures at a 
faster rate, it is likely that additional incentives will be necessary for them to change thei~ minds. 
Rather than stressing the mere availability of alternative technologies, your economic adrisers 
insist on realistic estimates of likely rates ofadoption and diffusion and they stress the need for 
economic incentives--in the Conn of a higher implicit price fpr carbon emissions--to indbce the 
adoption of emissions-saving technology. They point out too that the baseline energy dJqtand 
. estimates used to predict the price increase needed to attain a1990 by 2010 target alread~ assume 
substantia! ongoing improvements in energy efficiency due to the diffusion of existing I .. 
technologies anJ the development of new ones. Significant adoption of such technologir:s is 
necessary r(lerely tu meet this assumed baseline. Finally, it is lmportant to note that .the DOE 

. I 

labs study includes as part of its policy package to reach 1990 emissions by 2010 extensive 
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regulations, including stringent CAFE and appliance standards and national building codes-
. I 

command and control policies that your economic advisers would oppose--along with a $50 
carbon tax. 

i 

. To summarize, your economic advisers consider it unrealistic to predict a substantial 
increase in the pace of adoption of new emissions-saving technologies in the absence ofklarge 
increase in the price of carbon emissions--and hence of energy. Based in part ori the evidence 
from the em~rgy'shocks of the 1970s, in part on international comparisons, and in part onl model 
results, they are optimistic that suchan increase in prices would bring forth a reduction ih CO2 

emissions--wi th larger responses to a given price change likelier the longer the time peri6d for' . 
response. The evidence is strong that a very large price increase will be necessary to auJin 
emissions reductions of 20 to 30 percent over a period as short as a decade. Moreover, dther 
approaches that apparently do not involve large price increases (such as performance 
standards) will impose even higher costs on the American economy. 

III. Why sire the costs ofcarly emissions reductions so high? 

The previous section argued that a "1990 by 2010" target would entail high carb?n 

emissions prices and significant economic costs. This section shows that the 1990 by 2010 


. I 

timepath for emissions reductions is so aggressive as to be inefficient--in the sense' of raising 
, . I 

substantially the total projected economiC cost of reaching a gi ven environmental goal. fhere are 
three major reasons why an aggressive takeoff in curtailing emissions raises overall costs: (I) it 
induces premature obsolescence of the capital stock because it does not allow adequate time for 

. the capital stock to tum over naturally; (2) it provides insufficient lead time·to develop dnd 
implement new technologies; (3) it causes a significantstagfiationaryshort-terrn . I 
macroeconomic shock. Additionally, an aggressive timetable for emissions reductions does not 
allow time for the resolution of uncertainty and it does not take advantage of the ti~e-v1lue of 
money (resources not spent on emissions reductions early on can be invested at a positiJe.retum 
which could purchase more emissions reductions later). ' 

Tbe Role of Turnover of the Capital Stock . .The most clear-cut and easily quantifiable 
reason for the high price tag associated with rapid emissions rt::ductions relates to the ne~d for . 
premature replacement of plant and equipment in response to large increases in .the pric~ of 
carbon emissions. [t is expensive enough to replace plants that are fully depreciated, bJtvastly 
more so if those plants are still in the prime of their productive lives. Within 20 to 40 y~ars, 
much of our existing plant and equipment will be ready for replacement anyway; therefore 
bui Iding in greater carbon efficiency at that time will be relatively cheap. It is importa~t ~o 
emphasize that the case we are making here is not based on proc~astinatingfor the sakk of 
avoiding the problem; rather. it is based on simple principles ofhard-headed business kfficiency. 

The advantage of a more gradual emissions reduction timetable in avoiding the 'large 
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costs associated with premature obsolescence of the capital stock can be illustrated by 
considering electrical power generation. The case of electricity generation is important in its own 
right since this industry is responsible for 88% of coal use and more than one third of all barbon 
dioxide emissions in the United States. But the principle concerning the costs ofprematJre 
replacemem applies broadly because reduced greenhouse gas emissions may entail the I 
accelerated retrofitting of housing and commercial structures, the premature scrappage of 
vehicles and appliances, and the premature replacement of plant and equipment in energy,11 
intensive industries. , 

, Figure 2 illustrates the effect of an accelerated retirement schedule for today's U.S. 
electric power generation capacity installed during the last 40years. Imagine, to take an :extreme 

. ' . l . 

case, that a timetable is adopted that necessitates replacing all' power plants with less-polluting 
teclmology within ten years. This would require retiring 630 out of 670 gigawatts of gen1erating 
capacity before the end of its normal life span, or 94 percent of the total. If the timetable! were 
extended so that all power plants instead had to be replaced within 20 years, the accelerated ' 
, , ' I 

replacem~nt of capacity would affect 450 gigawatts of capacity, or 67 percent of the total. 
Allowing this additional 10 years for turnover avoids the premature retirement of27 perJent of 
existing ele.:::tric power plant capacity. With a 30 year horizon, complete turnover wouldlmean 
accelerated'retirement of only 21 percent of the total capacity and, with a 40 year timetable, there 
would be almost no additional costs due to premature obsolescence.2

. ) 

, The AdY3ntage of Waiting for Superior Technologies. The example of electric power 
generation also illustrates a second important reason why a gradual takeoff in curbing gr6enhouse 
gas emissions is ultimately less costly: new technologies take a long time to ,develop. Whiting 
until these new technologies are availaole before making expensive emissions~saving I 
investments offers the potential of both Jower economic costs and higher environmental payoffs. 
Under a tigbt target and timetable with its associated high carbon emissions price, elect~c 
utili.ties will be forced to replace existing capacity in the very near future and to rely on currently 
available lean-carbon teclmologi'es, likely gas-turbine plants. I f some delay can be factofed in, 
however, they will be able to install more effective and less costly alternative teclmologibs. A 
rapid timetable forces long-term investments to be made before superior teclmologies ha~e been 

2Th,~ distribution has been truncated at 40 years, the average lifespan of existing electric 
po\ver plants. A few plants of yet oldeLvintage are still in use 

3Thl~ same exercise can be performed for coal-fired power plants. These generaters 
produce the most carbon per kilowatt hour of electricity and thus will have a high incide~ce of 
replacement even under a moderate abatement plan. If a complete change-over of co~18lants 
were to be accomplished in 10 years, 96 percent of total capacity would be retired early. If 
retirement occurred over 20 years, only 64 percent would be retired early. Allowing an I ' ' 
additional 10 years for turnover would avoid premature retirement ofone-third of existing coal-
fired plant capacity. ' 



<, 

8 

developed .md refined. 

Imillication: The Need for a Credible, Long-Term Price Increase. The example of 
electricity generation illustrates two general principles. First, the responsiveness of botH demand 
and supply are greater in the longrun than in the short run. This means that, with alonger 
horizon, any given amount of abatement can be accomplished with a smaller increase inicarbon 
emissions prices. Second, and perhaps even more important for policy, any credible emissions 
reduction strategy must include both a price increase at the outset and also a clear co~itment to 
maintain and likely increase prices further over time. Without such a commitment, the ~hanges 
in behavior required to meet even a long-run target of emissions reduction will likely nolt occur. 
Consider a utility that today is drawing up its plans for a new power plant. That utility J,ill 
choose among today's technologies, which vary in their costs and CO2 emissions. In or~er to 

. I 

induce the utility to choose a more costly, lean-emissions technology today, it must be clear that 
CO2 emissions will be costly enough over the 40 years or more lifetime of the plant to jJstify a 
more expensive investment option today. A large cumulative reduction in emissions cJ be 
achieved over the long tenn with only a modest carbon emissions price increase now, bJt only if 
the commitment LO still higher prices in the future is credible and clear. 

Stagflationary Macroeconomic Impact. From a macroeconomic perspective, increases 
in energy prices constitute an adverse "supply shock." Such developments are stagflati~)flary-
even jf anticipated--because they raise both inflation and unemployment simultaneously!, creating 
a painful macroeconomic dilemma. As noted above, a plan to attain 1990 emissions levbls by 
2010 would require a change in energy prices over the first. decade of the 21st century a~ least 
compara~le: in magnitud~ to the two oil shocks of the 1?70s~ Thos.e s.hocks are widely I. 
acknowledj~ed to have raised both unemployment and mflatlOn. Slmllarly, the energy pnce 
increases required by a 1990 by 2010 program would raise inflation, lower real wages, dnd raise 
unemployment. Unemployment in the four years after the first oil shock averaged 7.2 pbrcent in 
comparison to 5.0 percent i~ the four years prior; and unemployment rose further, to an hverage 
of 8.6 percent, in the four-year aftennath of the second oil shock.4 Although the increaJes in 
energy prices associated with a treaty to reduce greenhouse gases would be anticipated, ~ather 
than a surprise, we should nevertheless expect that the efforts of the Federal Reserve to hontain 
inflation, coupled with likely efforts on the part of workers to recoup real wage losses \Jill h~ad to 

, a period of higher unemployment. 

. FurthemlOre, it is important to note that most model-based estimates of the costs of a 
program to attain 1990 emissions levels by 2010 assume that resources are fully empio~ed, 
thereby ignoring these potential short-tenn effects. Such models therefore provide no assessment 
of the consequent increases in Wlemployment. 

4 There is debate about how much of this was due directly to the oil shocks, because 
there was a simultaneous decline in productivity growth and transfers of real income to 'oPEC 
prQducers. 
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IV. Quantifying the Economic Costs of Gradual versus Fast Take-off 

The relative costs of gradual versus fast takeoff timetables in curbing CO2 emissions has 
recently been aualyzed by the Stanford Energy Modeling Forum (EMF-14).5 The Stanfo~d group 
used six large-scale economic/energy models to compare the total projected cost of two I 
alternative i!missions reduction time paths--one "frontloaded", the second more "backloaded". 
Importantly, both paths were designed eventually to stabilize atmospheric concentrationi o/CO] 
at double the pre-industriallevel--550 ppmv.6 Although a high degree of uncertainty is ifmerent 
in particula~ numerical estimates from individual models, the slmulations nevertheless pdint to 
some robust qualitative conclusions. The major conclusion to be drawn/rom this projec} is that 
an emissions reductions path characterized by all aggressive initial phase is substantiall~ more 
costly--3 to 10 times more costly--than a path with a slower takeoff but larger eventual 
reductions. '-

To enable a comparison of the costs of gradual and rapId takeoff strategies, the EMF 
investigators asked each of six modeling groups to simulate the economic impacts of twd 
alternative strategies to attain stabilization of CO2 concentrations at 550 ppmv. The first Istrategy 
(the WG-l path) corresponds to an emissions pathway published in 1994 by Working Group I 
(WG-l) of the [ntergovemmental Panel on Climate Change (IPCe). The working group I 
computed a set of global CO2 emissions pathways consistent with stabilization of concentrations 
at 550 ppmv and several alternative concentration levels. The WG-l path entails an imrriediate 
departure from the baseline or "business as usual" emissions path. Subsequently, Wigld, 
Richels and Edmonds (WRE) published an alternative set of emissions profiles to achiev~ the 
same concentration targets. In contrast to the WG-l paths, the WRE emissions path wasl 
constructed to foHow the baseline or "business as usual" scenario in the early years with sharper 
reductions after this initial phase. Wigley, Richels and Edmonds hypothesized that their Imore 
gradual tahoff cmissions pathways would yield identical environmental objectives with I 
substantially lower economic costs, for the reasons discussed above. The EMF-14 exercise 
validates this hypothesis. 

5 To enable meaningful comparisons of results across models, the EMF has coordinated a 
series of projects in which a number of large scale energy models are used to estimate th~ impact 
of given, specified emissions reduction scenarios under common standardized, benchrnaik 
assumptions concerning popUlation and economic activity, discount rates, energy resour6e 
availability and prices and technology availability. 

b All energy models make numerous simplifications and approximations in o"rder to 
describe the energy sector globally and over the span of a century or more. In partiCular) all of 
the models assume full employment, thereby abstracting from the likely short-run 
macroeconomic costs of an emissions reduction program. 
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The EMF-14 comparison project assessed the total costs to the OECD, the EEFSU . 
(Eastern Europe and the fonner Soviet Union) and the non-Annex I countries of the I 
WG-l and WRE pathways to stabilization of CO2 concentrations at 550 ppmv. The appr:opriate 

economic measure of total cost is the present discounted value of losses in future consurAption 
relative to a "business as usual" scenario. Estimates of regional costs depend on the extdnt of 
burden sharing--namely, the assumed "division of labor"--bet\veen Annex I and non-ArJex I 
countries in controlling emissions as well as the extent of international emissions tradinl Recall 
that, by the end of the next century--by 2100-- assuming "business as usual"--non-Annd I 
countries will have more than 90 percent of CO2 emissions. Thus, developing country I 
participation is absolutely essential to achieving stabilization of concentrations. Consistent with 
the Berlin Mandate, the simulations assumed thilt the burden of emissions reduction woJld fall 
on Annex I countries exclusively during the early decades; that by 2030, non-Annex I cduntries 
would begin to participate; and by 2050, a full transition to targets based on equal per cabita 

emissi~ns rights is assumed. I. 

Figure 3 plots the OECD emissions paths in the WG-l and WRE scenarios. Un~er the 

WG~l scenario, OECD emissions begin to decline immediately and continue to decline for 

roughly four decades. For example, OECD emissions fall 10 percent belowinitiallevelJ ten 


I 

years after implementation. This corresponds roughly to the requirement of a "1990 by 2010" 
timetable--that emissions decline about 15 percent from their projected 2000 level durin~ the' 
decade between 2000 and 2010. In contrast, OECD emissions along the WRE path cont'jnue to 


. rise for roughly two decades--corresponding closely to a plan calling for emissions to p+k . 

around 2020--retum to 1990 levels around 2040 and decline substantially further in subsequent 

decades. 

Table I illustrates a robust conclusion that emerges from this exercise: fast takeeff in 
emissions reductions greatly increases the costs. Table 1 shows the cost for both the ag~ressive 
(WG-I) and gradual (WRE) paths--both with and without idealized international trading of 
permits. In 10 out of 12 simulations--for six different models with and without pennit tfading-
the costs on the gradual WRE path is less than a third ofthe cost on the corresponding f.ht take
off path. Taking account of the likely adverse short-run macroeconomic consequences Jf an 
aggressive path would further strengthen this conclusion. 

Table 2 illustrates a second, robust conclusion from the EMF-14 exercise: a viab1le system 
of international permit trading would. very much reduce OECD costs. With global permit 
trading, the sharp, early emissions reductions required of OECDcountries under the ag!&essive 
(WG-l) approach would be avoided through the purchase of emissions permits from co~ntries 
with lower abatement costs. The average reduction in cost i~ 56 percent.7 

. 7 The computations in Table 2 verify that the gradual (WRE) path, which permits . 
emissions to depart relatively little from business as usual for several decades, is asubsiantially .. 
less costly than the alternative WG-l path with its sharper immediate reductions. Since both 
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Finally, it is important to note that in most of the EMF models, policy actions to raise 
carbon emissions prices must be taken at the inception of the gradual (WRE) program and a . 
commitment to increasing emissions prices over time is required to achieve additional eniissions 
reductions. Naturally, the required initial carbon emissions price is substantially lower; alt the 
outset, under the gradual (WRE) than under the aggressive (WO-I) path. Thus, althOughlthe 
gradual emissions path initially approximates .the business as usual baseline, credible incentives 
must be put into place immediately, and strengthened over time, to achieve the needed 
investments in carbon·efficient technologies .. 

V. The En-vironmental Consequences of Gradual versus Fast Takeoff. 

While the excess cost of a fast, compared to a gradual emissions reduction path is large, 
the difference in projected global temperatures over the next century between the fast and the 
gradual paths is quite small, both in absolute amount and relative 'to temperature changes I 
expected even if an aggressive policy path is adopted. Under "business as usual" assumptions, 
average global temperatures are expected to rise about 1 degree Celsius by 2050 and abo~t 2\12 
degrees Celsius by 2100. An aggressive Annex I emissions reduction path that stabilizesl 
emissjons at 1990 levels by 2010 and maintains emissions at the 1990 level thereafter would 

I 

mitigate thi::; temperature increase by roughly 0.1 degrees by 2050 and 0.2 degrees by 2100.8 In 
contrast, a more gradual AlUlex I emissions path that peaks around 2015, stabi lizes emisslions at 

I 
1990 levels by 2040, and holds emissions constant at 1990 levels thereafter yields virtualily . 
identical environmental benefits: the temperature difference between the aggressive and hadual 
paths diverges by no more than 0.05 degrees at any time over the next century. Similarl~, the 
temperature differences along the aggressive WG-l and less aggressive WRE paths--botH: 
designed ultimately to stabilize concentrations at 550 ppmv--differ by a maximum of 0.2 degrees 
over the next several centuries.9 . 

paths are arbitrarily chosen to conform with the 550 ppmv concentration target, a natural 
question concernS the characteristics of an optimal or least-cost path for achieving this 
concentration target. An important recent study by Alan Manne and Richard Richels use1s their 
MERGE mDdel (included in the EMF-14 project) to compute the least·cost path with 550 ppmv 
stabilization and international pernlit trading. The optimal path, white not identical to thb WRE 
path, is similar in character. This least-cost path peaks approximately three decades aftei the 
initiation of the program and declines thereafter. 

8 Successful stabilization would require very large cuts from "business as usual" in 
China, India; and other non-Armex I countries. 

9 If a model assumes that sulfur dioxide emissions deciine with the decline in carbon . 
dioxide emissions under climate policy (as predicted, given the extent of sulfur emissionls . . 
associated with fossil fuel combustion, and incorporated in the IPCC's IS92 emissions 
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The limited climatological impact ofeven an extremely aggressive emissions reduction 
program measured in tenns oftemperature impacts during the next century reflects the 6xtremelY 
long lags involved in the underlying physical processes and the dependence oftemperafure on 
the total stock of carbon dioxide in the atmosphere, rather than the flow of emissions at la given 
time. Emissions reductions do matter to temperature, but only over an extremely long horizon. 
The cumulative nature of the process suggests that there is little effect on global temper~ture 
from a gradual rather than from a fast abatement takeoff. The addition to the total stoc~ of 
carbon from a gradual rather than a fast start to abatement adds relatively little to the toial 
atmospheric stock ofCO2 between now and 21 00 for four separate reasons: the differenbe in 
carbon emissions between a gradual and a fast start over the initial decades of abatemerlt is only a 
small fraction of total emissions in that period; the stock ofCO2 in the atmosphere is its1elfthe 

. I 
result of many decades of emissions; some ofthe CO2 emissions of the early decades will have 

I 

been re-absorbed; and the most serious build-up in CO2 under business as usual occurs late in the 
next centuly, as a consequence ofburgeonin~ emissions from non-Annex I countries. 

Even the pote~tial for a catastrophic environmental ~vcnt, such as the melting of the West 
Antarctic ice sheet, a runaway greenhouse effect (e.g., from release of trapped methane Iwith the 
melting of the pernlafrost), or a structural change in ocean currents such as the Gulf Stream, 
which the preceding abstracts from, does not fundamentally affect the basic trade-offs Between 
the high costs of fast vs. gradual takeoff paths. These factors do, however, add--perhapk greatly-
to the urgency of adopting moderate long-tenn greenhouse gas concentration targets ana a 
program invo lving an immediate, albeit moderate, increase in the price of CO2 .emissioris. 

VI. International Trading of Permits 

As has already been noted, an effective system of international carbon emissions permit 
. trading among Annex I countries could substantially diminish the cost of a C02 abaterdent 
program. An Annex I trading system could, potentially, reduce the size of the carbon ebissions 
price to attain a 1990 by 2010 goal by up to 50%. Moreover, joint implementation proj1ects with 
non-Anne,; I countries could, hypothetically, reduce this figure by half again. I 

Although international trading and joint implementation--so-called "where flexibiHty"-
has enormous advantages in theory, your economic advisers are concerned that sllbstan~ial 
barners would stand in the way of implementing any workable analogue of such an ide~lized 

.system-~at teast in the near lernl. Consequently, they stress that Armex I international ~errnit 
trading and joint implementation between the U.S. and non~:A.nnex I countries realisticAlly can 

projections), the more aggressive WG-I path will be warmer [han. the WRE path betWeen 2000 
ant;! 2040. This result reflects the negative impact of sulfate aerosols on the greenhOUS~ effect. 
Early and substantial cuts in fossil fuel combustion, while decreasing the carbon emissions that 
warm the atmosphere, also decrease the sulfate aerosols that cool the atmosphere. 
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serve only a limited role in reduCing the costs associated with meeting a "1990 by 2010'1' target.· 

A hypothetical example shows how an international trading system would work, and why 
it would reduce each pa:ticipant cou.ntry's abat:ment costs. Suppose, id~ally, th~t eve~ c.ountry 
adopts a domestIc penmt system to Implement Its Kyoto target. Absent mternatlOnal tradmg, the 
price of ernissions permits would surely differ across countries, reflecting differing mar~inal 

. costs of abatement internationally. With differ~nt permit prices in different national matkets, 
profit-seeking traders would be motivated to buy permits in countries where they are ch~ap and' 

I 

resell them in countries where they are more expensive. Such arbitrage activities would create an 
intemational permit market, bringing pernlit prices into eq~ality worldwide. This idealiked 

I. . 

system promotes global efficiency in achieving any worldwide abatement goal. Countries with . 
permit prices below world levels have the incentive to reduce emissions more than theyl . 
otherwise would in order to profit in the intemational permit market. Countries with high permit· 
prices would have the incentive to purchase permits, thereby relaxing their Kyoto emiss:ions 
constraints. The U.S. government could avoid any direct participation in such a system las long 
as it deems foreign-issued permits presented to the U.S. government by U.S. carbon-emitting 
entities as valid as those issued by the U.S. government itself. 

The preceding description of how an international pem1it trading system would work 
provides an idealized picture of its possibilities. But the actual benefits of such a systerh are apt 

. . I 

to fall short of this utopian portrayal in part because countries are not obliged to fulfill their 
. . I 

Kyoto commitments via a domestic permit trading scheme; indeed, few Annex I countries have 
indicated an intention to do so. For example, consider a government that has decided td limit 
domestic emissions through regulatory controls. International permit sales that result irl tighter 
domestic constraints could well be politicaUy unpopular so that a government would he~itate 
before selling its emissions rights to the United States. Similatly, international pennit ~ales by a 
country that is meeting its Kyoto obligations through domestic carbon or energy taxes J.,ould 
necessitat~: a hike in those taxes. In either case, international trading would involve go+rnment 
to government negotiations, and difficult political decisions. In contrast, in the idealizeCi system, 
trades result from profit-oriented transactions among individuals, mediated through the market. 

. Monitoring and enforcement issues are also likely to b~ paramount in insuring the 
workability of international trading. If domestic enforcement IS effective in all countri~s, so that, 
in the aggregate, consumers arId firms in each country actually limit their emissions to the 

. I 

national p';:rmit levels, international permit sales by private agents in the country actually 
translate. into lower domestic emissions. But consider the di fficulties that can occur with 

. . •• I 

imperfect en forcement. If the government of a country--country X--finds It dtfficult either to 
measure domestic cmissions or to enforce the purchase of pennits by domestic emitters', then 
:cductions i? X's emissions may be insufficient to reac~ the Kyoto. target. Those fi:n;s :~r 
Il1dlVlduals In X that are lucky enough to have been aSSIgned the nghts to X's permtts Will be able 
to sell them, at a quick profit, on the international market. With imperfect enforcemen~, 
international sales, without corresponding domestic emissions reductions, couldeman~te from 
cOl~ntries with the weakest systems of enforcement To prevent such "paper trades", which profit 
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some participants and increase emissions, many countries, including the United States, will want 
controls to ensure the integrity of international permits. Buyers, too, will want clear cOdcrete 

I 

guarantees of the validity of permits so as to be sure they are not being passed counterfeit goods. 
These controls and guarantees will surely inhibit the efficiency of the market and render some-
possibly much--ofthe estimated savings illusory. In fact, most of the benefits projected from the 
international sale of permits come from inducing emissions reductions froIh countries in Eastern 
Europe and the former Soviet Union--countries with particularly weak tax collection and 
enforcement mechanisms. Without these countries in the scheme the gains from international 
trading of permits vim be very small. 

Joint implementation with non~Annex I countries also has the potential to reduce the U.S. 
burden of attaining any given timetable. Under this type of approach, U.S. businesses c6uld 
recei ve credit for the construction of nuclear, oil, or natural gas electricity generation plJnts in 
China if it were confidently expected that China would instead have constructed coal-firbd plants 
with much higher CO2 emissions. Certification of such credits might be overseen by ani . 
international agency to ensure that the projects were emissions-replacing. Such a project-by-

I 

project ~ystem ,is likely the most that is feasible i.n the absence of quantitative t~rgets. YjO.ur 
economIcs adVisers have concerns about even thiS level of endeavor due to the Inherent difficulty 
in establishing that a particular set of projects has actually reduced a country's emissiont absent 
a reference path enabling a clear quantitative comparison. For example, the constructioJ of a 
nuclear power plant in place of a coal-powered plant in China could indirectly raise COd 
emissions dsewhere in the Chinese economy--partially offsetting the direct CO2 reducirtg effect 
of the proje:ct--ifthe reduced demand for coal lowers its domestic price and encourages ~reater 
use elsewhere in the Chinese economy. A project-oriented approach to joint implementation 
will, in effect, constitute a limited form of international trading with high transaction co~ts. As a 
result, it will probably capture only a small fraction of the total benefits of full internatidnal 
trading. In contrast, model results concerning the benefits ofjoint implementation treat 'it as 
equivalent to idealized international trading. 

VII. Rccyl::ling of Revenues 

The: ultimate economic cost of an emissions abatement program depends upon how the 
revenues re:alized from carbon taxes or auctioned permits ani used. It has been estimatea that the 
efficiency loss trom collecting an extra dollar of tax revenue amounts to around 30 cent~. If the 
revenues from a carbon tax or auctioned permits are used to reduce inefficient taxes inhibiting 
work or investment, the resulting gains would paltiallyoffset the micro-efficiency lossek from 
energy curtailment. The simple lesson is that the costs of emissions abatement may be greatly 
reduced if the revenues from the taxes levied can be put to good use. . 

So far we have approached the recycling .of revenues from the standpoint of 
microeconomic efficiency. There is also the potential for using the revenues to abate the 
macroeconomic consequences ofthe emissions program. The oil shocks are believed b~ many 

\ 
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economists to have resulted in increased unemployment because workers resisted the faU in real 
wages that was associated with the inflationary impact of higher energy prices. Increased wage 

I 

demands added inflationary pressures to the economy that could only be suppressed by tighter 
monetary policy. Thus it might be argued that the effects of the real wage shock on inflation and 
unemployment could be diminished by lowering payroll or other worker taxes to offset the real· 
wage losses from higher energy prices. . 

But England's experience points to the need for caution in assessing the potential for 
revenue recycling to allay the macroeconomic consequences of the rising energy costs. Ih 1·979, 
immediately after her election, Margaret Thatcher increased the V AT tax and simultaneorSly 
decreased the income tax. These two policy changes had offsetting effects on real aft~r tax 
incomes, and therefore might have been expected to have had no effect on wage bargainihg. 

. I 

However, the increase in the V AT tax resulted in an immediately noticeable increase in the CPI. 
A wage-price spiral ensued as workers attempted to maintaintheir pre-tax real wages. 

VIII. Policy Implications 

The foregoing 'arguments point to the attractiveness, from both an economic and 
environmental standpoint, of a U.S. policy to raise the price of carbon emissions--either through 
a carbon tax or a system of auctioned permits--by a moderate amount-;-for example. be~een $5 
and $15 per lon of carbon--in the near term, with further increases scheduled over the longer 
term. A realistic target and timetable corresponding to such a program would entail con~inued 
emissions growth in the first decade of the program, say 2000-2010; elimination of emiskions 
growth in the second decade (2010-2020) and reductions in emissions thereafter. This prbgram 
entails significant, early policy action and is consistent with a strong U.S. commitment t6 
attaining the ultimate objective ofthe Framework Convention--namely to stabilize atmo~pheric 
concentrations or CO2 and hence global temperatures. 



Figure 1 : Energy Prices and Changes in Energy Use 

OPEQ .price hikes lowered energy use substantially 


.... . 
,.. 

.... 90 
2.5 ~ 

.... ,.
Trend energy use ... . \ 

·c(1959 to 1973) ..'" .. \ 
80 Q.\ \/ .. , 

.' 

>. 
::::> . \ 81I  Energy use -I 2 Q)
OJ c: 

Q)c: 70 
o co ,·c ~ 

-0-g 60' , , .:::J 1.5 ~ ,a , 

/ 
\ 

\ . .. co
" E 

"50 o 
ZNormalized 1

"'- * _. - ~ .... 

40 L,' -. ...... .. -. " real energy price in<:iex 

30 0.5 
1959 1964 19691974 1979 1984 1989 1994 


,t 
-~ 

~-



.~; t·.:.,. • 

700 


600 


500 


III 

~ 400 

<II 
~ 
<II 
en 300 

(3 


200 


100 


0 

Figure 2.: Accelerated' Retirement of Electric ~ower Plant Capacity 
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Figure 3: WRE and WG-1 Emissions Pathways for OECD 

to Stabilize Concentrations at 550 ppmv 

---bil'ion-tons-of-carbonl-------~-----__________________---___~_ 

4.5 
WRE 

4' 

. 

WG1 

3.5 


3 

...... ~ ... ~. 

........ 

"'0., 

...... ~ -2.5 
" 

""..... 
...~~~. 

2 


"_." 
15 


1 


0.5 ~----------------~----~--~----~--~~----~----~--------~ 
1990 2000 2010 2020 2030 2040 2050 2060 2070 2080 2090 2100'


~ 

.~ 

Source: Manne and Richels 
.~ 



Table 1 

The Effects of Emissions Pathway on Consumption Losses by GECD Countries, ' 
No International Permit Trading (triIIions of 1990 U.S. dollars)a 

I 
Model WRE WGI WRE~G1 

CETA 1.83 5.94 0.31 1 

CPBRIVM 0.64 3.25 0.20 1' 

FUND 9.82 -11.71 0.84 1 

MERGE 0.85 6.12 0. 141 

MiniCAM 1.58 6.5: 0:241 

SGM '1.84 6.1 '7 0.301 

Average: 0.34 

The Effects of Emissions Pathway on Consumption Losses by GECD Countries, 
lnternatioloal Permit Trading (trillions of 1990 U.S. dollars)' 

I 
Model WRE WGI WREIWG1 ... I 

; , I 
CETA 1.86 4.03 0.46 

I 
I 

CPBRlVM 0.17 0.99 O.q 
I 

FUND 1.47 4.97 0:30 
I 
I 

MERGE 0.60 3.24 0.19 
I 
I 

MiniCAM 0.54 3.44 0.16 
f 

SGM 0.13 1.48 0.08!8 
I 

Average: 0.23 

I 
, 	 ,I. 


, 	 a Losses measure the' present discounted value of foregone consumption through 2100. in trillions 
of 1990 U.S. dollars. 



Table 2 

The Effects of International Permit Trading on Consumption Losses by OECn Countries, 
WRE Emissions Pathway to 550 ppmv Stabilization (trillions of 1990 U.S. doUars)a I . 

Model Trading No Trading 
I 

Tradin~o 

Tradin~ 

CETA 1.86 1.83 1.02 I 
CPBRIVM. 0.17 0.94 0.27 1 

FUND 1.47 9.82 0. 15 1 

MERGE 0.60 0.85 0.71 I 
MiniCAM 0.54 1.58 0.34 1 

SGM 0.13 1.84 0.07 
1 

Average: 0,43 

, 

Tbe Effects of InternatIOnal Permit Tradmg on Consumption Losses by OECn Countnes, 
WG1 Emissions Pathway to 550 ppmv Stabilization (trillions of 1990 U.S. dollars)" I 

Model Trading No Trading 
I 

Trading/No 
Tradin~ 

CETA 4.03 5.94 0.68 
1 

CPBRIVM 0.99 3.25 0.30 I 
I FUND', 
i 
• MERGE .. 

4.97 

3.24 

11.7 i 

6.12 

042 

0.53 

1 

I 
MiniCAM 3,44 6.5.1 0.53 I 
SCM 1.48 6.17 0.24 I 

. Average: 0,45 

'Losses measure the present discounted value offoregone consumption through 2100 'in Lllions 
of 1990 U.S. dollars. 
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DEPARTMENT OF THE TREASURY 


WASHINGTON, D.C. 20220 


October 15, 1997 

MEMORANDUM TO: DEPUTY SECRETARY SUMMERS 

FROM: JONATHAN GRUBER .j (~ 
Deputy Assistant Secretary (Economic Policy) 

DAVIDWILCOX JVV 

RE: International Issues in Climate Change 

You had asked us ~wo questions about international issues in climate change: 

Is the projected 51% emissions growth in Japan plausible? 

In fad, as you suspected. it is not. This projection was based 011 a 2.9% annual growth rate from 
1990 to 2010. Using a much more reasonable 2.2% growth ral~ gives emissions growthlfor , 
Japan of 34%, very close to Ihe 32% growth that the U.S. sees at a 2.4% growth rate. THe growth 
rates for the other countries in our 1990 to 2010 comparison se~m reasonable. So, amenaing our 
earlier results. we tind: 

Country Growth Rate Assumption Emissions Growth, 
1990·2010 I' 

I 

U.S. 2.4% 32% I 
Japan 2.2% 34% I 

We~;tern Europe 2% 19% I 
EE-FS{i 0.3% -12% I 

Non-US Annex. I 8% I 

Can Intermltional Trading and Safety Valves be Part ofthe Same Policy Package? 

We attach a one page memo on this topic, per your request. 
, 



lI,temational Trading and Safety Valves: Some Difficult Issues 

Two policy instruments currently being promoted as mechanisms for lowering the cost of emis
sions reductions in the United States are international trading of emissions permits, anctla "safety 
valve" that 'would cap the price of permits in the U.S, (and possibly in other countries a~ well). 
The possihle use of these mechanisms, particularly in conjunction, raises several difficulJt issues: 

• 	 ,First. other nations arc very unlikely to allow the U.S. to have a safety valve unlLs they 
are allowed to have one too. If international trading is allowed, a lone country Jith 
safety-valve authorization might be able to raise an enormous amount of revenu~ hy 
becoming the world's supplier of excess pemlits. Even if international trading i~ not 
allowed. other countries would strenuously object to our being allowed to "rene~e" on our 
international commitment. I 

• 	 Second, if international trading and safety valves are b(.th allowed, the country that insists 
1 

on the lowest trigger point for its safety valve will effectively establish the world-wide . 
limit on permit prices. Other countries wi'll match the lowest trigger point to av6id being 

I 

uhdt:rsold in the market for permits. Thus, ifwe bless the concept of a safety valve, we 
may be allowing qur environmental policy to become a hostage of other nations' actions. 

• Third, any global emissions target will be violated whenever a safety valve is triggered. 
This would place the credibility of the international agreement in serious jeopardy. 

• Fourth. some countries may already be taxing fossil fU:~IS (gasoline in pa~icularl suffi
ciently heavily to trigger a safety valve. As a rough ruk of thumb, a permit pric~ of$1 00 
per ton translates into 26 cents per gallon of gasoline; ill many countries, g<lsolinb tuxes 
arc many times this level. This raises an important maililenance-of-cftorl problerh: How . 
do we insure that these countries reduce their emissions rather than increasing thbm? 

• Fifth, setting the correct level of the trigger price will be very difficult, even leaJng aside 
stratl~gic considerations: 

If the world-wide trigger price is set too low, international trading will be 
irrelevant: countries will issue excess permitsat their common trigger pribe, and 
no trading will occur. 

Ii'the world-wide trigger price is set too high, the safety valve will he irrelevant 
as no exccss permits will ever be issued. 

In Ktmeral. we can claim cost savings.from a sa./ety valve or international trading. but not 
hoth. 

Taken togdher. these considerations suggest that aggressi"e claims of tbe potential cost 
reductions :rrom implementation of botb international trading and safety valves are 
probably overstated. 

'I 
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TO: Larry Summers 
FROM: Bob Boorstin 
SUBJECT: Climate Change: Current Efforts in Developing Countries 
DATE: October 15, 1997 

This is in response to your request for information on what UN agencies and the MDB's are 
doing and current US activities in the developing world. 

International Efforts 

International efforts focus on the GEF which, as you know, provides grants and concessional 
funding to recipient countries for projects and programs that protect the global environrhent and 
promote sustainable economic growth. The GEF is striving for universal participation ind 
currently J 56 countries are participants. 

The GEF was restructured and replenished with over US$ 2 billion in 1994, and covers the agreed 
incremental costs of activities that benefit the global environment in four focal areas: cliinate 
change; biological diversity; international waters; and stratospheric ozone, and makes Nnding 
available in a variety of ways. Activities concerning land degradation, primarily decertifibation and 
deforestation, as they relate to the four focal areas, are also eligible for funding. Both thb .. 
Framework Convention on Climate Change and the Convention on Biological Diversity have 
designated the GEF as their funding mechanism on an interim basis. 

GEF projects and programs are managed through three implementing agencies: the UN 
Development Programme (UNDP), the UN Environment Programme (UNEP) and the World 
Bank. The GEF, however, is functionally independent from the three implementingagehcies, 
reports to and services the Council and Assembly of the GEF. 

Countries may be eligible for GEF funds if they meet the following requirements: (1) iftthey are 
eligible for financial assistance through the financial mechanism of either the Climate CHange 
Convention or the Convention on Biological Diversity; or (2) if they are eligible to borrbw from 
the World Bank (mRD and/or IDA) or receive technical assistance grants from UNDP Ithrough a 
Country Programme. Countries must be party t.o the Climate Change Convention or th~ 
Convention of Biological Diversity to receive funds. Projects must be initiated by the cbuntry, 
inClude the local communities, and, where appropriate, involve the NGOs. . 

Current GEF Projects: 
Bhutan: Bhutan National Greenhouse Gas Project 
Brazil: Biomass Power generation: Sugar Cane Bagasse and Trash 
China: Efficient Industrial Boilers 
China: Promoting Methane Recovery and Utilization from Mixed Municipal Refuse 

Renewable Energy and Energy Efficiency Fund 
Hungary: Energy Efficiency Co-financing Fund (HEECF) 
India: Solar Thermal Power 
Jordan: Reduction of Methane Emissions and Utilization of Municipal Waste for 
Energy in Amman 

Mexico: The ILUMEX Project 



Papua New Guinea: Climate Change Assistance Project 
Poland: Coal-ta-Gas Conversion Project . 
Senegal: Sustainable and Participatory Energy Management 
Sri Lanka: Energy Services Delivery (ESD) 
Sri Lank.a: Renewable Energy and Capacity Building 

Domestic Efforts: 

Both the US government and US based private, non-profit organizations are involved i~ efforts to 
reduce grt:enhouse gas emissions. As you know, the US Initiative on Joint Implementation . 
(USIJI), announced in 1993 as part of the U.S. Climate Change Actior Plan, is aimed at! projects 
to reduce, avoid, or sequester greenhouse gas emissions. The International Utility EffiJiency 
Partnerships (IUEP) initiative is a subdivision ofUSIn and focuses specifically on pow~r 
generation. 

The government agencies involved include Commerce, Defense, Energy, State and Treasury, as 
well as EPA and USAID; most involve credit assistance or technical assistance program~. The 

I 

private, non-profit groups include the usual suspects and the American Electric Power Systems. 

The following is a list of current and proposed projects under USIJI: 

Fir:st Round Projects -- February 1995: 
Belize: Rio Bravo Conservation and Forest Management 
Costa Rica: Plantas Eolicas SA Wind Facility 
Costa Rica: ECOLAND: Esquinas National Park 
Costa Rica: Project CARFIX: Stabilize Existing and Expand Forest Cover 
Czech Republic: Fuel Switching for District Heating System 
Honduras: Enersol Rural Solar Electrification 
Russia: RUSAFOR Saratov Afforestation Project 

Sel:ond Round Projects - December 1995: 
Costa Rica: Dona Julia Hydroelectric Project 
Costa Rica: Aeroenergia Wind Facility 
Costa Rica: Biodiversifix: Forest Restoration Project 
Costa Rica: Klinki Forestry Project 
Costa Rica: Tierras Morenas Windfarm Project 
Honduras: Bio-Gen Biomass Power Generation Project 
Nicaragua: EI Hoyo-Monte Galan Geothermal ProjI!ct 
Russia: Rusagas Fugitive Gas Capture 

Third Round Projects- December 1996: 
Belize: The BellMaya Biomass Power Generation Project 
Bolivia: The Noel Kempff M. Climate Action Project 
Equador: Forest Conservation 
Honduras: The Bio-Gen Biomass Power Generation Project Phase II 
Indonesia: Carbon Sequestration Through Reduced Impact Logging 
Mexico: Carbon Sequestration and Halophyte-based Industries • 
Mexico: Scolel Te-Sustainable Land Management and Carbon Sequestration 
Panama: Reforestation Project 
Russia: Reforestation Project 
Russia: District Heating Improvements 



FOlurth Round Projects- July 1997: 
Costa Rica: Consolidation of Biological ResefVes Project 

Pr()jecls in Development: 
Armenia: Wood Energy Crops and other Biomass to Electricity 
Cameroon: Reforestation of the Mountains of the Northwest Province 
Costa Rica: Rotational Biomass for Cement Manufacturing 
Costa Rica: Colina Blanca International SA (Rainmaker ProjectIForest 
presefVation) 

Costa Rica: Compania Nacional de Fuerza y Luz SA (Hydroelectric project) 
Costa Rica: Monteverde Biological Corridor Carbon Sequestration (Forest 
management) 

Ecuador: Forest ConsefVation 
India: Bagasse-Fired Cogeneration 
Mexico: Carbon Sequestration and Sustainable Forest Management 

(Multicomponent forestry) 
Papau New (3uinea: Lak ConsefVation Area Sustainable Forestry Project 
(Mullicomponent forestry) 

Philippines: Reforestation of the Mountains of Zambales 

Russia: Reforestation '. 

Russia: RUSAGAS-FGC. Fugitive Gas Capture (Fossil fuels/Natural gas project) 


The following is a list of approved projects under nrEP: 
. , 

Apjlroved Projects: 
Belize: The BellMaya Biomass Power Generation Project 
Honduras: The Bio-Gen Biomass Power Generation Project Phase II 
Honduras: The Bio-Gen Power Generation Project Phase I . . 
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DEPARTMENT OF THE TREASURY 
WASHINGTON. D.C. 

December 19. 1997 
ASSISTANT SECRETARY 

MEMORANDUM FOR SECRETARY RUBIN 

FROM: David Wilcox DLJ 
Assistant Secretary (Economic Policy) 

SUBJECT: Geoengineering solutions to climate change 

This memorandum provides a brief description of geoengineel ing solutions to climate change. 
This subject was brought to your attention by James Tisch, prtsident of Loews Corpodtion, in a 
recent letter. 

Summary. Geoengineering is the deliberate altering of the atmospherc or oceans to produce 
_ 	 some desired effect. Rather than trying to reduce greenhouse ;~as emissions; geocngind~ring 

focllses on interventions 10 mitigate or offset the higher concclltrations of greenhouse glases 
expected in the future. An early attempt at geoengineering occurred between the1940~ and 
1960s, when the US government tried to induce rainfall by cloud seeding. Now, as welsearch for 
solutions to climate change geoengineering has made a comehack. In the face of (he large

I 
uncertainties involved in the climate change debate, it makes ~ense to consider a portfolio of 
possible responses, including geoengineering 

Backgrouitd. One geoengineering approach would hoost the capacity of the oceans to absorh 
carbon. The oceans drive the earth's carbon cycle, as they are the greatest sink for atmpsphcric 
carhon dioxide. Coastal oc..:ans, especially in the tropics and mid-latitudes, are particularly 
important, as they contain high concentrations of plankton, minute plants and animals ~hat 
process carbon dioxide and other gases (ocean water that looks brown or green containk a lot of 
plankton; ocean water that looks blue does not). 

Polar oceans, and most oce;1Ils far from a seacoast, cannot support much plankton, and thus do 
not absorb much carbon. These waters contain the nitrates and phosphates necessary for 
plankton growth, but lack iron. The geoengineering solution would add tons of iron dJst to the 

I 
polar oceans, stimulating plankton growth to absorb carbon dioxide. Other options inCilude 
painting roads and rooftops white to reflect more of the incoming sunlight, and sendin~ into orhit 
thousands of retledi ve ball.)ons to cut down the amount of sunlight reaching the atmoSphere. 

Many critics of geoenginccring offer moral objections. To them. These plans smack of hubris. 
The originator 0 fth,c iron-s~eding proposal even boasted: "(jive me a tanker full of iron, and I'll 
give you another ice age." But advocates point out that ifwe :lfC to be prepared to resdond to 
climate change, we will need a large R&D portfolio. including energy supply options, ~nergy 
demand options, adaptatior measures (e.g. sea walls.), and gee·engineering. Ice-core eJidence 
now tells us that the earth'~ climate has sometimes (lscillatcdNildly, with temperature Iswings of 
J0 or 20 degrees C in a fc\>, decades. Ccrtainly, 111 an extreme case like this, we would want to 
have geoengineering options available. 
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DEPARTMENT OFTHE TREA!;URY 

WASHINGTON, D.C. 

SECHlcTARY OF THE tREASUI~Y 

December 8, 1997 

Mr. James S. Tisch 

President and Chief 

Op~rating Officer 


Loews Corporation 

667 Madison Avenue 

New York, NY 10021-8087 


.Dear Jimmy: 

Thank you for your note, and for sending the a~ticle ftom ReasQn 
magazine on geoengineering solutionn to climate change. I gather 
that ~!J2.Qll/ often offers a new take on an 2nvironmental or 
resource problem, and this article is a go.)d example. As you 
know, Washington is now debating the role )f technology in 
addressing climate :hange. Nearly all of :he attention to d~te 
has focused on enE-rJY supply and enE::rgy demand - - either thlngs 
that: promise to del iver more work per uni t ot fuel (supply), or 
new ways to use les3 energy (demand). ~e-not p~~y 
followed the debate on the third appr~ geoengine~ut I 
have asked someone ':0 post me on thj s. " __ _~ 

\,Sincerely, 
~ 

Robert E. Rubin 
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Enclnsure 



(I DEPARTMENT OF THE TREASUR' 	 c I ·3l.c LS 
WASHINGTON, O,C 

f 
December 19, 1997 

INfORMATION 

MEMORA.NDUM FOR SECRETARY RUBIN 

FROM: 	 bavid Wilcox [) I.J 

Assistant Secretary (Economic Policy) 


SUBJECT: 	 Gcoengineering solutions to climate change 

This memorandum provides a brief description of geoengineeJ ing solutions to climate change, 

This subject was brought to your attention by James Tisch, president of Loews Corporation, m a 

recent letter. 


Summar),. Geoengineering is the deliberate altering of the atmosphere or oceans to produce 

some desired effect. Rather than trying to reduce greenhouse gas emissions, geoengineering . 

focuses on interventions to mitigate or offset the higher concentrations of greenhouse gases . 

expected in the future. An early attempt at geoengineering occurred, between the 1940s and 

I 960s, when the US government tried to induce rainfall by cloud seeding. Now, as we search for 


. solutions to climate change, geoengineering has made a comehack. In the face of the large ' 
uncertainties involved in the climate change debate, it makes f-ense ,to consider a portfolio of,' 
possible responses, including geoengineering 

JJackground. One gcoengineering approach would boost the capacity of the oceans to absorb 
. carbon. The oceans drive the earth's carbon cycle, as they are the greatest sink for atmospheric 
carhon dioxide. Coastal oceans, especially in the tropics and mid-latitudes, are paJ1icuiarly 
important, as they contain high concentrations of plankton, minute plants and animals that 
process carhon dioxide and other gases (ocean water that look;; brown, or green contains a lot of 
plankton; ol;;ean water that Ivoks blue does not). 

Polar oceans, and mostoceans far from a seacoast, cannot support much plankton, and thus do 

not absorb much carbon. These waters contain the nitrates anti phosphates necessary for 

plankton growth, but lack iron. The geoengineering solution would add tons of iron dust to the 

polar oceans. stimulating pLmkton growth to absorb carbon dioxide. Other options include 

painting roads and rooftops white to reflect more of the incoming sunlight. and sending into orbit ':~ c J 

thousands of reflective ballcJons to cut down the amount of sunlight reaching the atmosphere. , ; 1 , 
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Many critics.~: ge~cl:~i~e~ring.offe.r_~~!al obj:~tiOl~s. TO, t~,cm, these plans smack.~hubris. ~ ",-)"", ,:' 
The ongmafor anne Iron-s(~ed1ng proposal even boasted: ' Give me a tanker full of Iron, and'l"11 
give you another ice age." But advocates point out that if we .lre to be prepared to respond to y",' ( IIfJIfJ! 
climate change, we will need a large R&D portfolio. including energy supply options, energy •.::/A' 

\ , ;"-:) 

demand options, adaptation measures (e.g. sea walls), and geoengineering. lee-core evidence t. \Ji-'''~ 


now tells UB that the earth's climate has sometimes oscillated \vildly, with temperature swings of i~'" 


10 or 20 degrees C ill a few decades, Certainly, in an extremf case like this, we would want to -"j 


have geocngineering options available. ,),'/ ,i; ',' , 
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December 24, 1997 

NOTE TO DAVID WILCOX 

FROM: Bob Rubin 

" 

Inconsistent luddites --,why is this no 
different than genetic improvement of 
plants in my view. 
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DEPARTMENT OF THE TREASURY 


WASHINGTON,O.C. 


ASSISTANT.SE:CRETARY 

June 17, 1998 
• I 

MEMORANDUM FOR DEPUTY SECRETARY SUMMERS 

FROM: 	 David Wilcox OrJ 

Assistant Secretary (Economic Policy) 


SUBJECT: 	 Meeting of G-7 Working Group on Climate Change 

A meeting of the G-7 Working Group on Climate is scheduled for July 17 in London. The 
purpose of the meeting is to emphasize the importance we attach to unfettered trading, and to 
begin to engage the economic agencies in other governments on a topic that until now has been 
dominated by the environmental agencies. 

Melinda Kimble ofthe State Department has unilaterally declared that she would lead the. 
delegation. Of aU the issues related to climate change, this is the one where it makes the most 
sense to have economists in charge. i have spoken with David Sandalow, who is sympathetic to 
this point of view. 

There are sl~veral options. 

Option 1: You lead the delegation. This would send the biggest signal about the importance the 
US places on economic issues. One possibility is that you spend a couple of hours on this issue, 
and then spend the rest of the day on other issues while a technical working group continues on 
this topic. This would allow you to use the time to discuss other pressing issues. 

Option 2: You send a letter to your counterparts, stating the importance you place on the 
economic issues on the climate change agenda, and urging them to send high level deputies. Jeff 
Frankel or I would lead the delegation. . 

Option 3: We work with OASIA to have climate change added to the agenda for the next meeting 
of G7 finance deputies. 

Option 4: No change. 	 State Department would lead the delegation. 

Please let me know your preference, so that we may go ahead, if necessary, with an alternative 
proposal to the State Department. 

\ 
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Department 
.of the Treasury 

·Office of 
Tax Policy 

Date: July 7, 1998 

To: tlDej>uty Secretary Summers 
She:ryl Sandberg 

Attached hi a copy of Karl Scholz's testimony on the climate change tax initiatives before the 
Senate Committee on Energy and Natural Resources. 

Getaldine Gerardi 
Oirector, Business Taxation Division 
Office of Tax Analysis 

Room 4217 
Phone: 622-1782 
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For Release Upon Delivery 

Expected at 9:30 a.m. 

June 4, 1998 


STATEMENT OF JO:H!'I KARL SCHOLZ 

DEPUTY ASSISTANT SECRETARY (TAX ANALYSIS) 


DEPARTMENT OF THE TREASURY 

BEFORE THE 


SENATE COMMITTEE ON ENERGY AND NATURAL RESOURCES 


Mr. Chainnan and Members ofthe Committee: 

I appreciate the opportunity to discuss with you today the Administration's climate change 
tax incentives. 

As you know, a few months ago, in the Administration's budget for FY 1999, the 
President presented to the Congress his plan to begin addressing climate change. That plan 
includes $].6 billion of tax incentives that will encourage energy efficiency and renewable energy. 
sources. The proposed tax incentives are part of a larger package of technology initiatives. In 
addition tel the $3.6 billion oftax incentives, the Administration proposed $2.7 billion for R&D 
and deplo~nnent of energy efficiency, renewable energy. and carbon-reducing technologies. These 
provide a total of$6.3 billion in new funding and tax incentives over five years. We believe that 
these initia:tives win stimulate the development and use oftechriologies that can help to improve 
energy efficiency and reduce greenhouse gas emissions. 

My comments today will focus on an explanation of the Administration's proposed tax 

incentives. 


DISCUSSION 

Indlividuals and businesses underinvest ineriergy-saving technologies because the private 
returns from those investments are lower than the benefits to society. Private incentives may be 
too low because the market prices that sezve as the signals that influence investment decisions do 

. not take into account the benefits to society attributable to energy savings. Investments in 
energy-saving technologies can reduce dependence on oil imports and slow the buildup of 
greenhoUs.;l gases in the atmosphere. Tax incentives are an appropriate method for addressing the 
failure of market prices to achieve the desirable level ofinvestrnent in energy-saving technologies 
because they .can increase the private return from the investment by reducing its cost. 



'. 


The proposed tax incentives are intended to reduce energy consumption and greenhouse 
gas emiss;ions by encouraging the deployment of technologies that are highly energy efficient and 
that use TI~newable energy sources. Tax incentives can only be claimed for items that meet high 
standards for energy efficiency, use renewable energy sources. or reduce emissions of certain 
highly potent greenhouse gases. If the incentives are successful and are claimed by taxpayers, 
there will be energy savings and reductions in greenhouse gas emissions. If taxpayers do not take 
advantag(~ of the incentives, however, there will be no revenue loss. 

Specifically, we designed the incentives to take into account the following considerations: 

(1) Superior energy efficiency compared to conventional equipment. The eligible 
items must meet high standards for energy efficiency or use renewable energy sources. This helps 
to ensure that scarce public resources are being used for the intended goal of reducing 
greenhouse gases. 

(2) High threshold for eligibility. The eligible items must presently account for a small 
share ofthe market. This minimizes windfalls for purchases that would have been made anyway. 

(3) High up-front costs compared to conventional equipment. The targeted 
technologies havesignificantIy higher purchase prices than conventional equipment and, at current 
market prices, are not universally cost-effective. These high up-front costs are another reason not 
many would be purchased without the credit. 

(4) Commercially available. The items must be commercially available or near 

commercialization. This ensures that the incentives encourage the deployment of new 

technologies that private markets have already developed. 


(5) Ease of administration. The items must be. able to be defined precisely enough so 
that the Internal Revenue Service can administer the incentives. This helps to ensure that 

. incentives are claimed only for items for which they are intended. 

We also targeted tax incentives to address certain emissions of highly potent greenhouse 
gases that in some cases have atmospheric lifetimes of thousands of years and a global warming 
potential as much as· several thousand times greater than carbon dioxide, the most abundant 
greenhou!le gas. 

The tax incentives the Administration has proposed cover the four major greenhouse gas
emitting sectors ofthe economy: buildings, industry, transportation. and electricity. 

Building~i 

Buildings currently account for about one-third ofenergy consumption and the related 
greenhouse gas emissions. The proposed tax incentives for the buildings sector would encourage 
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investment in a new generation of energy-efficient building equipment, highly energy-efficient new 
homes, and rooftop solar systems. 

Tax creditfor highly energy-efficient building eguipment 

A 20 percent tax credit would be provided for the purchase of certain highly energy
efficient building equipment. This credit encourages the purchase of equipment that will improve 
the energy efficiency ofboth residential and commercial buildings. The items covered are certain 
fuel cells, dectric heat pump water heaters, natural gas water heaters, electric heat pumps, natural 
gas heat pumps, and advanced central air conditioners. Only very energy efficient equipment of 
each type would be eligible. The credit would be temporary -- for equipment purchased between 
January 1, 1999 and December 31,2003 (fuel cells would be delayed one year). The revenue cost 
ofthis incentive is estimated to be SI.4 billion for FY 1999 - 2003. . . 

The proposed tax credits reflect the considerations noted above. Eligible items embody 
new, cutting edge technologies, generally capturing less than 1 percent of market sales.· 
Therefore, few of the credits would go for purchases that would have been made anyway. These 
top-tier technologies have substantial purchase prices and are not universally cost-effective, but 
offer superior energy efficiency compared to conventional equipment. For example, compared to 
typical units on the market, the eligible advanced air conditioning systems and electric heat pumps 
are 40 percent more efficient, and eligible electric heat pump water heaters and natural gas heat 
pumps are ilbout twice as efficient. Eligible items are currently available. Energy efficiency 
standards are available for the eligible equipment so that items could be defined precisely enough 
for IRS to administer the credit. ' 

ThrI)Ugh 2008, we estimate that over 7 million taxpayers will purchase energy efficient 
equipment c~ligible for the credit. As noted above, eligible units are substantially more energy 
efficient than the typical units on the market. 

Tax credit for new energy-efficient homes ' 

Residences account for about one-sixth ofUS greenhouse gases and offer one ofthe 
largest sources of energy saving potential. Almost one million new homes and manufactured 
homes are built and sold each year. Some states and certain Federal programs require new houses 
to meet Model Energy Code standards for insulation and related construction standards, and for 
heating, cooling and hot water equipment. But the energy efficiency ofnew homes could be 
improved by 50 percent or more through the use of energy efficient building practices and more 
efficient heating and cooling equipment. 

To encourage the purchase of new highly energy-efficient homes, a tax credit would be 
provided eqiJal to one percent ofthe purchase price (up to a maximum credit of S2,000) of new 
homes that use at least 50 percent less energy for heating, cooling and hot water than the Model 
Energy Codl:!. The full credit would be available for homes purchased between January I, 1999 
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and December 31, 2003, and would phase out in 2006. The revenue cost ofthis incentive is 
estimated lto be $0.2 billion for FY 1999 - 2003. 

Again, we have set a high threshold for eligibility for the credit. Eligible houses would be 
very energy efficient compared to present standards. Energy used in housing eligible for the 
credit would be reduced by 75 percent to 85 percent compared to existing housing and by over 50 
percent compared to new housing. 

Tax credit for rooftop solar systems 

Solar energy systems, which accounted for .02 percent ofelectricity generation in 1996, 
have the pCJtential to reduce greenhouse gas emissions and energy costs for businesses and 
individuals. The tax credit for the purchase of rooftop photovoltaic (PV) systems and solar water 
heating systems solar systems would make these systems more affordable and encourage their 
purchase. The credit would be 15 percent of qualified investment up to a maximum credit of 
$2,000 for PV systems and Sl,OOO for solar water heating systems. The credit would be available 
from January 1, 1999 to December 31,2003 for solar water heating systems, and to December 
31, 2005 thr rooftop PV systems. The revenue cost ofthis incentive is estimated to be SO. 1 
billion for FY 1999 - 2003. 

\ 

This tax initiative will help to achieve the President's goal of one million solar roofs by 
2010. Heat and electricity produced from solar energy systems produce no greenhouse gases. 

Industry 

Th(~ proposed tax incentives for industry would promote energy efficiency by encouraging 
investment:; in combined heat and power systems that make effective use ofenergy that is 
otherwise wasted in producing electricity by more conventional methods. Tax credits are also 
provided w encourage the replacement ofcertain electricity circuit breakers that are prone to leak 
a potent gneenhouse gas and the purchase of equipment that recycles certain greenhouse gases 
used in the semiconductor industry. 

Tax credit for combined heat and power (CHP) systems 

CHf> systems use thennal energy that is otherwise wasted in producing electricity by more 
conventional methods. These systems increase energy efficiency, lower the consumption of 
primary fossi1 fuels and reduce carbon emissions as compared with conventional methods. 

To I~ncourage and accelerate investment in CHP equipment, a 10 percent tax credit would 
be provided for investments in CHP systems that meet certain energy efficiency requirements. A 
qualified sy.stem would be required to produce at least 20 percent of its total useful energy in the 
form ofboth thermal energy and electric or mechanical power, and would have to meet certain 
efficiency standards. The credit wo~ld apply to property placed in service between January 1, 
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1999 and December 31,2003. The revenue cost of this incentive is estimated to be $0.9 billion for 
FY 1999 - 2003. 

Current cogeneration capacity is nearly 45 gigawatts. The credit should increase that 
capacity by about ten percent. Eligible CHP systems should reduce input energy requirements by 
about one-third compared to conventional systems. This saving is achieved by capturing the 
current wa.ste heat that is created during the generation of electrical energy and using that waste 
heat in a thermal application. This saves fuel costs and generates fewer greenhouse gas emission~. 

Tax credit for replacement ofcertain circuit breaker equipment 

Certain older. large power circuit breakers used in the transmission and distribution of 
electric power are particularly prone to leak sulfur hexafloride (SF6). This equipment, using a 
dual pressure technology that was no longer produced after '1985, is particularly prone to leak as 
the seals corrode over time. The purpose of the tax incentive is to encourage utilities to replace 
the old equipment with new equipment. To prevent the old equipment from being sold ~o another 
utility in the US or abroad, the old equipment must be certified by an appropriate third party to 
have been destroyed. 

To encourage the replacement of leaky circuit breakers, a 10 percent credit would be 
provided fi)r the cost of new equipment. The credit would apply to new equipment placed in 
service between January 1, 1999 and December 31,2003. The revenue cost ofthis incentive is ' 
estimated to be less than $50 million for FY 1999- 2003. 

Tax credit for perfluorocompound CPFC) and hydrofluorocarbon CAFe) re£ycling equipment 

PFCs and HFCs are among the most potent greenhouse gases because oftheir extreme 
. stability in the. atmosphere and strong absorption of radiation. Because of the rapid anticipated 

growth ofthe semiconductor industry, the use ofthese gases is expected to grow at rates of20 to 
30 percent per year for the next ten years. A 10 percent tax.credit would be provided for the 
purchase of equipment to recycle and recover PFCs and HFCs used in the production of 
semicondm;tors. The credit would apply to equipment placed in service between January 1, 1999 
and December 31,2003. The revenue cost of this incentive is estimated to be less than $50 
million for FY 1999 - 2003. 

These two tax credits are targeted toward emissions of very potent greenhouse gases that 
in some cases have atmospheric lifetimes of thousands ofyears and a global warming potential as 
much as several thousand times greater than carbon dioxide. 

Transportl,tion 

The proposed tax initiatives in the transportation sector include tax credits for the 

purchase ofhighly fuel-efficient cars and light trucks, and an incentive to encourage public 

transportation and vanpools. 
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Tax credits for highly fuel efficient vehicles 

Cars arid light trucks (including minivans, sport utilities, and pickups) currently account 
for 20 percent of greenhouse gas emissions. Tax credits for highly fuel efficient vehicles win help 
to move vehicles that are ultra efficient from the laboratory to the highway. Thus this credit 
complements the research Partnership for a New Generation of Vehicles (pNGV program) that 
win develop a production prototype of a family car with three times the fuel economy oftoday's 
comparable;: car (about 80 miles per gallon) by 2003·2004. 

Two tax credits would be provided: 

A $4,000 credit for,a vehicle with triple the base fuel economy for its class. This 
credit would be available for purchases of qualifying vehicles beginning January 1, 
2003. The credit amount would be phased down to $3,000 in 2007, $2,000 in 
2008, and $1,000 in 2009, and would be phased out in 2010. 

\. 

A $3,000 credit for a vehicle with twice the base fuel economy for its class. The 
$3,000 credit would be available for purchases of qualifying vehicles beginning 
January 1,2000. The credit amount would be phased down to $2,000 in 2004, 
$1,000 in 2005, and would be phased out in 2006. 

The:se credits would be available for all qualifying vehicles, including cars, minivans, sport 
utility vehic:les, pickup trucks, and electric vehicles. The revenue cost of this incentive is 
estimated to be $0.7 billion for FY 1999 - 2003. 

Agaun, we have set a very high threshold for obtaining these credits. Eligible vehicles 
must be two or three times as efficient as today's comparable vehicles. Tripling a car's fuel 
economy rf:duces its emissions of carbon dioxide by 67 percent; doubling a car's fuel economy 
reduces its emissions of carbon dioxide by 50 percent. 

Equalize the tax treatment ofparking and transit benefits 

Under present law, qualified transportation fringe benefits provided by an employer are 
excluded from income. Qualified transportation fringe benefits include parking, transit passes, 
and vanpool benefits. Beginning in 1998, parking is excludable from gross income even when 
provided in lieu of other compensation payable to an employee. Transit passes and vanpool ' 
benefits, however, are only excludable if provided in addition to, and not in lieu of. any 
compensation otherwise payable to an employee. In 1998, the amount of employer.provided 
benefit that is excludable from income per month is $175 for parking and $65 for vanpool and 
transit benefits. 

This: initiative would equalize the tax treatment of parking benefits and transit and vanpool 
benefits. To encourage public transportation and vanpools, employers would be allowed to 
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provide tux free transit and vanpool benefits in lieu of compensation, up to the same amount that 
they can provide for parking beginning January 1, 1999. The revenue cost of this incentive is 
estimated to be $0.1 billion for FY 1999 - 2003. A similar provision is contained in the Surface 
Transportation Revenue Act of 1998. 

Electricity 

Extension of tax credit for electricity produced from wind and biomass 

Wind energy systems accounted for about.09 percent of electricity generation in 1996. 
What is deployable today is the result of successful R&D in the past. To encourage the 
production ofelectricity from wind and certain biomass, a 5-year extension is proposed for the 
present 1.5 cent per kilowatt hour tax credit (adjusted for inflation after 1992). The present 
credit, whjch applies to facilities placed in service before July 1, 1999, would be extended for five 
years. The revenue cost oftbis incentive is estimated to be $0.2 billion for FY 1999 - 2003. 

This tax credit helps to make electricity from these systems competitive with other forms 
of electricity generation. Electricity produced from wind energy systems produces no greenhouse 
gases. 

CONCLUSION 

OUf goal has been to design a package of tax incentives to achieve reductions in 
greenhouse gases and to increase energy efficiency. The tax incentives have well-defined goals. 
Eligible items offer superior energy efficiency. use renewable energy sources, or reduce emissions 
of some ofthe most potent greenhouse gases. If taxpayers claim a credit, it is for items that 
produce e:nergy savings and reductions·in greenhouse gas emissions. If taxpayers do not take 
advantage of the credits, there is no revenue loss. 

The impact ofthe incentives in this package on greenhouse gases will likely increase 
. significantly in the years beyond the ten-year budget window, and those distant effects, by their 
very nature, are the most difficult to predict. That is why the Administration has chosen not to 
make speculative estimates about the. potential benefits. I would like to illustrate this point with, 
one example. I stated earlier, with respect to the tax credit for highly energy-efficient building 
equipment, that the affected equipment presently captures less than one percent ofmarket sales. 
With the credit in place, we expect this fraction to increase significantly in the short-run. We also 
eXpect that after the credit hanbcpired the share of the market for highly efficient building 
equipment will be much larger as a result of the credit. But whether it will double, or triple, or 
increase by a factor of 10 is unclear. The estimated impact on emissions reductions will hinge on 
assumptions about the long-term increase in market share which is very difficult to predict. 

In l;;ondusion, Mr. Chairman, we believe that the Administration's proposed tax incentives 
represent s:ound policy that will have long-term benefits. We look forward to working with the 
Congress em this matter. 
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DEPARTMENT OF THE TREASURY 

WASHINGTON, D.C. 


SECRETARY OF THE THEASURY 
March 20,1998 

MEMORANDUM FOR PRESIDENT CLINTON 

FROM: Robert E. Rubin '1-.£. (l 
SUBJECf: The IDPC Debt Initiative 

Why ltbe RIPC Debt Initiative was Created 

The United States advocated the Heavily Indebted Poor Countries (RIPC) initiative because we 
recognized that existing debt relief mechanisms were not sufficient for the most heavily indebted 
poorest countries. For a limited number ofcountries, even up to 67% debt reduction to be ' 
provided under Naples terms in the Paris Club would not be su£flcient. IDPC will provide a final 
exit from repeated debt rescheduling. Creditor governments will provide up to 80% debt 
reduction and, for the first time, international financial institutions are providing relief, as well. 

Progress to Date 

We expect 15-20 countries worldwide will need very deep relief under HIPC, 11-16 in Amca. 
Since last spring the process has accelerated; by this April we expect eight countries to be 
declared eligible, six ofthese are African: Uganda, Burkina Faso, Cote d'Ivoire, Mali, Guinea
Bissau and Mozambique. We expect more countries to qualitY this year. In recognition of its 
strong economic reform record, Uganda was the first country to become eligible and is expected 
to recdve finallllPC debt relief in April totaling $700 million in nominal debt service. 

Condi,tionality 

The objective oflDPC is to achieve sustainable development and growth and manageable debt, 
burdens. Some argue that debt relief should be provided unconditionally, but debt relief alone, , 

. without necessary and sustained reforms; would not provide the foundation for sustained 
economic groWth. Debt relief and conditionality must go together. 

Why nn Expanded Debt Relief Program Is Not Needed 

There has been pressure to provide deeper debt relief, to provide relief sooner and to offer 
benefits for more countries..While some argue that Amcan countries should, have even deeper 
debt rE',duction or have their debts forgiven entirely, we think that would actually be contrary to 
the cOuntries' interests. First, this could create a serious' moral hazard problem.if countries 
borrow with the expectation that their debts will be forgiven. Second, ifwe create a presumption 
that Allica cannot sustain any debt, we might discourage lenders from providing much needed 
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finance:. Nevertheless, some creditors are doing even more to help release further resources for 
health, education and development. The United States, for example, is also planning to provide 
full debt forgiveness of outstanding concessional debt for strong performers in Africa under your 
Partnership for Growth and Opportunity. 

While some argue that countries should receive debt relief more quickly, countries with a strong 
record of reform will receive final HIPC debt relief in less than the six years that would normally 
be needed to assure that sufficient reforms are in place. Moreover, we have encouraged all ' 
creditors to provide interim relief during the initial stages of reform so that debtor countries begin 
to enjoy the benefits of debt relief while they are establishing a record of reform. 

In sum, you may be pressed to advocate at the Birmingham Summit steps to accelerate HIPC 
relief, provid~ deeper relief, extend HIPC relief to more countries or lessen conditionality. This 
could be counterproductive for the reasons discussed above. 

Additionally, you should be careful not to raise expectations that the fragile G~7 coalition for 
HIPC relief cannot deliver. On February 21, the'G-7 Finance Ministers said that they looked 
forward to determined and speedy extension of debt relief to more countries and called on all 
eligibl(~ countries to embark on the process as soon as possible, and to take steps to ensure that all . 
can be in process by the year 2000. 

We have a p,?sitive story to tell and believe that our approach best serves the interests of the 
African countries for the reasons discussed above~ They key now is for these countries to reform 
their economies. 

I 
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DEPARTMENT OF THE TREASURY 

WASHINGTON, D.C. 


SECRETARY OF THE ~EJISURY 	 February 12 J 1999 

~lEMO(RAL"l)UM FOR THE VICE PRESID&'Vf 

FROM:;. 	 Robert E. Rubin. ~f '- . 
SUBJECl': Poor Country Debt Initiatives 

Attached is a memo that I sent to the President today explaining our current policy on highly " 
. indebted poor country (HIPC) debt and initiatives on debt in the FY 2000 budget proposal You 
.alluded to some ofthese initiatives in your Davos speech. This is an issue that is receiving 
increasiag public and policy attention and one which Pope John P~nmay have raised "With you· 
and the President in St. Louis. 

HlPC debt also will receive considerable attention at the Cologne Summit and I expect to discuss 
. it "With my countelparts in Bonn next week. We also are talking to your staffabout the· 
poss:ibUify ofan "'event" for the White House to highlight these efforts . 

. 	 ., 
Elemex:ts ofour increasing(y activist policy toward HIPC debt ~tion include a request to 
Congret,s to make a contribution to the HIPC Trust Fund, authority):o allow income on profits 
from IMF gold sales to pay for debt reduction and new concessionallending - as you announced 
in Davos, continued participation in multilateral Paris Club debt reduction, forgiveness of 

". 	 concessional debt under the PresideJ:lt'S Africa Initiative, and initial funding for using debt to 
fund tropical forest conservation programs under the Portman Act._._. 

Attaclmtlent 

.'l 



DEPARTMENT OF THE TREASURY 
WASHINGTON. D.C. 

February 12. 1999 
Se:CRETARY OF THe: TR:!ASURY 

MEMOiRANDUM FOR THE PRESIDENT 

FROM: Robert E. Rubin ~. 

SUBJEC:T: Poor Country Debt Initiatives 

I want to outline for you a series of initiatives that we are taking to strengthen the international 
effort to reduce the debt of the poorest, most heavily indebted countries. In this regard, we want 
to take a. new, somewhat more activist approach as part of the agenda for the Cologne.Summit. 
President Chi:rac, Chancellor Schroeder and Prime Minister Blair are likely to be supportive. 

Your FY 2000 budget request includes a number of initiatives that underline our commitment to 
addressing the problems ofthe world's poorest countries in dealing with their debt overhangs and 
demonsll'ate our continued lead~p in this regard. We also are exploring alternative ways to 
make a.public statement to 7ghlightthese initiatives. 

•
In G-7 meetings leading up to the Summit and at Cologne we will p:ropose an intensification and 
expansion ofexisting international efforts and urge others to take actions similar to what we are 
proposiilg as part of a concerted. joint endeavor to deal with the debt problems ofthe poorest 
countries. Since current international debt reduction programs remain under-funded, however. it 

: will be necessary to insure that new actions can be financed, especially for the multilateral 
instituti.:>ns. . -. 
Present Situation 

The S200 billion external debt burden ofIDPCs remains a fonnidable challenge to development. 
Of 40 HIPCs. 5 that are presently enduring long-standing domestic conflicts (Angola, DROC, 
Liberia, Somalia, Sudan) owe nearly $45 billion, while 3 others (Ghana, Kenya, Laos) that owe 
SIS billion do not need inteInational debt forgiveness. The remaining 32 (see attached list) owe 
their international creditors about S140 billion. For that group as a whole. quantitative 
indicators of debt bOrdens remain well above those for other developing countries - the real 
value ofdebt to exports was more than 450% in 1996. compared with 200% on.average for the 
other df!veloping countries. and the real value of debt to national income was 130%. compared to 
about 50% for others. 

Our ov(~ra11 policy on debt reduction for lllPCs has been to forgive debts in support of sUstained 
economic reforms by the recipient country. Such conditional relief increases the chances that the 
debt fotgiveness ""ill, in fact, free up resources that would otherwise be required for burdensome . 
debt pa:yments so those funds can be used for fighting poverty, child survival programs, and 
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environmental protection activities. Debt reduction together with sound policies contributes to 
achieving sustainable development, economic growth, and meeting basic human needs. 

In the last 10 years, the U.S. has forgiven more than $4 billion in debt. Nonetheless, the 40 
HIPCs still owe more than $6.5 billion to the United States Government. On the other hand, the 
32 receiving or expected soon to receive debt relief from the international. community now owe 
us less than $2 billion and we expect to forgive more than $400 million of that amount during FY 
1999 and. FY 2000 through both the Paris Club and your Africa initiative. 

New Initiatives 

Three points should bekept in mind: 

1) Debt reduction is not free. It must be paid for With budget resources to compensate for 
value foregone and budgetary appropriations are necessary for this puxpose. Since FY. 

. 1994 the Administration has received $106 million in budget authority, which by the end 
ofthis fiscal year will result in forgiving nearly $840 million in debt to the United States. 

2) 	 Jhe cunent HIPC initiative is not tWly funded. The financial set-asides by the 
multilateral institutidns fall short by almost $2 billion, qr nearly half ofthei!' estimated 
k,tal costs ofdebt forgiveness, and represent a dollar-for-doUar claim against member 
governments.' . " 

3) 	 We need to find the right balance between debt reduction to levels consistent with a 
country's capacity to pay, which is our approach, and total debt forgiveness, whicbwe 
believe should be reserved for concessional debt'only and only in exceptional. cases, so as 

. not to encourage the notion that countries c~ away from their obligations. 

To strengthen and deepen the HIPC initiative we are proposing: 

1. 	 More extensive efforts to fund the HIPe Trust Fund, which finances the costs ofdebt 
mduction by the IFIs other than the World Bank and IMF (e.g., the African and Inter
A.merican Development Banks). There is presently $302 million in the Fund or pledged. 

.. 	 As ~ ofthe FY2000 budget, we seeking a $50 million contribution, which 
would be the largest to date by any G-7 country and one ofthe largest overall. We 
are hopeful our proposed contribmion will stimulate others. . 

2. 	 Mobilization by the IMF ofS3.5 billion, both to support reduction ofHIPC debt owed to 
the IMF and to provide low cost loans· to other poor countries. 

II> Resources would be generated in the form of income by investing the profits from 
sales ofat least 5 million ounces of gold, as announced by the Vice President in 
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Davos, as well as use of a $1.4 billion IMF reserve account, seeking bilateral 
contributions, and possibly use of some IMF income. 

U.S. support would include agreement to allow the IMF to use some or all ofour 
share (about $300 million) of the reserve account as grants to reduce IDPC debt, 
rather than being refunded to the United States. We also could support larger 
sales of gold - up to 10 million ounces which could generate a total ofas much of 
$3 billion over the 15 years during which new IMF concessionalloans would be 
outstanding. " 

3. 	 Einergency funding thi$ fiscal year from the Central American supplemental of$41 
million to respond to the need to address exceptionally the debts owed by Hondur;1S and 
Nicaragua, the two countries most seriously affected by recent huIricanes in Central 
America 

... 	 The money being requested is in addition to "$54 million in debt relief via deferral . 
ofall principal and interest that was annoUnced by the First Lady during her recent 
visit to the region.., 

... 	 These funds~ould permit deeper debt reduction,. for Honduras and Nicaragua than 
had been anticipated prior to Hurricane Mitch, as well make as a $25 million 
contribution to the Central American Emergency Trost Fund that is managed by 
the World Bank for helping countries to meet their mediate obligations to 
multilateral financial institutions. 

Under this program, the United States will write-oifnearly $140 million in debt 
owed it by Honduras and Nicaragua, \'!Q).ich is in addition to the more than $700 
million owed by those two countries that had been forgiven previously. 

4. 	 $20 million to pay for continued participation in debt reduction through the multilateral 
Paris Club ofcreditor nations and for additional reduction ofconcessional debts owed by 
countries eligible to participate in the President's. Africa Initiative. 

.... 	 These funds, combined with money that has been set aside this fisCal year will 
funcfCjlt least another $400 million in debt reduction for IDPCs in FY 1999-2000. 

5. 	 Ix:titiation of a new program to use debt to achieve funding of tropical forest conservation. 

" S50 million has been requested for the first year of this program to reduce debt 
. and to fund local civil, social, and environmental programs. 

Through these proposals, we are demonstrating that your Administration remains committed to 
programs ofsustainable development for the HIPCs, based on sustained programs of economic 
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reform and debt reduction. Nevertheless, a number ofproposals have been advanced, including 
by the Pope, for more generous and earlier debt forgiveness. We fully support complete write
offs of concessional debt in specific cases, since much of that lending should have been in grant 
form initially,-and substantial reduction ofnon-concessional debt The more far-reaching 
proposals, however, are counterproductive and could not be achieveq without creating problems. 

We believe that conditioned, phased, and substantial, but not complete write-offs are preferable. 
Our propllsals are not nearly as dramatic as those for full,'immediate"and unconditional write
offs, but 1hey Will result in manageable debt stocks, promise more sustainable development over 
the medium-term, and preserve the financial integrity of the multilateral institutions. 

/ 

Moreove:r, complete debt reduction, while possibly morally satisfying, has significant drawbacks 
for both debtors and creditors. Countries that took credits in good faith have an ethical duty to 
attempt to make good on their obligations. That is the basis of a system ofvoluntary lending and 
borrowmg and blanket write-offs could have a chilling effect on new credit, even when loans are 
concessional or made for developmental purposes. 

There also is a moral hazard prob,lem ofcountries undertaking obligations and being relieved of 
those ~1hout significant efforts on their part to correct the controllable economic policy 
conditions that have contribfrted to debt difficulties. We canno~ expect to relieve poverty only 
with debt reduction, but we can exPect that countries whose debt is-being reduced will pursue 
non-inflaitionary, growth-oriented policies that are'self-sustaining SD:d do not waste the resources 
freed-up by our actions. The immediate debt service burden of countries can still be addressed 
by rescht~u1ing in the short-term, with obligations actually forgiven as conditions are met. In 

. other words, significant debt reduction can be achieved over time, but this conditional, phased 
~pproach seeks to balance benevolence with pragmatism and is, on balance, a more appropriate 
response. _. 

Each of the programs being pursued - which together will commit $470 million in U.S. FY 2000 
funds - will further relieve stress on the budgets ofheavily indebted poor countries aDd allow 
them to spend more oftheir own resources on meeting basic human needs, programs for 
enhanCU:lg child development, and environmental protection activities. These programs are 
flexible, eligibility by HIPCs for participation in them and their progress toward debt reduction is 
limited clDly by the rate oftheir own performance. 

,'II. 

---'--



Debt or HIPC Countries (S Millions) 

Country External . USG Debll2 Debt Forgiveness 
Debtll Total : Noo-Conc. : Cone. US i ~p.u Cumulative/3 I 

, : Debt Forgiven IBudge1 Cost/4 : Club (1985-96) ! 
Ango/ir 10.612.0 31.9' 23.0' 8.9 29.8: 0.0' 0.0 3,763.0; 

1.594.0: 0.0' 0.0 0.0: 0.0' 0.0: 11.7: 535.0\ 

801M;. 5,174.0: 17.5i 11.4 6.1 : 440.7: 316.4' 2,788.0' 

1,294.0: 0.0 0.0' 0.0 2.4' 0.0: 28.6: 377.0 

1.127.0; 0.0 0.0: 0.0. 0.0. 0.0 0.0 143.0i 

~~----~c.~~""-·:--""----~--""9~,S~1~S~.0~'--""~68~.5~t--""~6~8~.S~.""---0~.0~;~""""~871.~7~;....--....~0~.6~:........~10~5~.3~:........~7~32~.0! 


928.0'. 10.9 0.01 7.01 0.2 249.0;
' 

Clurd 997.0: O.O! 0.0" 0.01 0.0' 40.7' 174.01 

12,826.0' 46.0! 14.9' 31.1 i 10.7! . 0.5) 

5,240.0 1 374.6: 286.4 88.21 329.4: 1,708.2' 297.01 

. lhm. Rtp. olIM Cmtp 19,713.01 2,382.7' 1,946.5 1 436.2: 1,217.91 O.O! 2.024.0; 

282.0, 0.0: 0.0 0.0' 23.S! 

SU! 2.6: 85.5' 10.5: 157.7: 383.0: .' 
! 

439.3 O.O! 83.71 0.0: . 583.0! ' 
I , 1 ! 

3,240.01 125.01 1t.I i 113.91 117.8: 0.0; 61.1i 45l.01 

" 937.01I o.o! 0.0 16.5; 53.0!
I I 

124.7 728.0: 

2,1 07.0 i 263.4' 63.2' ~OO.2' 8.11 0.0; 29.4 3.01 
I I! i 
r-__....;:.;M.:=!rd!p:::3=·:rcar=______4'-".1:.:.7.:.:5.c::.O..--_...;4~1.:.:.4.:...:__4.:.:1.:..:.4~,__-=c0.0 . 219.71 0.0 . 6.3' 831.0i ' 

MllIl 3,020.01 4.1> 0.01 4.1; S.l: . 0.9: 0.01 514.01. 

2,363.01 6.6 1 6.6; 0.0: 5.3. 1.9' 661.7 t 229.0/' 

MYtINi- 5,184.0; 7.5; 0.01 7.5 0.0: 0.01 0.0 83.0;' 

'---~M:-;:ktInr)~-"ru-II---··~'i:r·-~S:-;.92;:::;:-9.~0:'---1:-::0::-7.-=-0l...:----:84:-:-;.6+!--22~.4:4-·-.--""35=-=5:-::.8"-:.---~S-=.S~:----:2;:-!1:-:4:-=-S.~6'-:----':7""',1""'19"";.0/ 

Niger 1.557.0 16.2i 16.2 0.0'15.4; 0.0' 151.1 620.0; 

1.034.0 2.3 2.3 i 0.0 0.9: 0.0' 2.4 66.0, 

SilO ToIIIW! an,i Pri::::IIClpe::l·~_____=.26::..:1'"'"'.0'-'__~O.:.:::O.,...:_ ........;O~.O~'___.!:O:.:::.O~-....-.!O:;.-.O'--....---.:O:::;.O::..-_....-~O.:!..O:...-'_ ........~O.~O 


3.663.0 25.9 20,5 "9.'" 1.9 182.5 1.389.0 

369.3 190X 178.8 0.0: 0.0 0.0: 130.0: 

564.01 

20.01 

http:3,240.01
http:1,217.91
http:19,713.01


Debt of HIPC Countries (5 MiHioDS) 

Country E.xtemal USG Debt12 Debt Forgiveness 
Debt/I Total ' Non-Conc. ; Cone. US I Other Paris, I CumuiativeJ3 

,Debt FOJ:!iven Budget Cost!4 ' 'Club i (1985·96} 
, Sflthuf, 16.972.0 1,013.7 : 566.:5' 447.3: 0.0: 0.0 0.0, 81.0 

I i 

,Tanzania 7t412.°i 37.0, 37.0 0.0, IS7.7' 0.0, 507.8\ 1.029.0: 
; 

Togo 1.463.0; O.Oi 0.0; O.O! 7.4; 0.0' 0.01 335.0; 
:; . 

VB.an4a 3.674.0' 5.2: 52 0.0, 25.7 0.4 66.2 359.(); 
i 

J'letmi", 26.764.01 265.5' 0.0, 26S.5i O.O! 0.0, 0.0: 82.0: 

y-,. 
ZlJ1ItIHa 

Total. 

. 1 

! 

I 
6JS6.01 

7,113.0 1 

213:&97.0 • 

116.8' 

363.5' 

~752.3 

10.2: 

197.2 i 

4,46U 

106.6; 

166.3 •I 
2~90.4: 

, 
22: 

i 
460.1: 

4,558.8 ! 

0.0; 

0.0: 
i 

94.7, 

106.9' 
! 

543.0' 

10,908.21 

l8.0i 

11737.0 

31.403.0 

NOfr.1 
'I. Soui'ce:' World Bank; end· I 996 (Jatest available dam)
12. Source:USO; 1~'8 cstiaiate. . , 
:3. Source: World Bink; includes all c:n:ditors. 
14. '1'brOugh fY 1999.. Includes 516 million in caitrat America supplemental 
, ! not yet approprillll:d. Excludes 511 minion tlIat has not been obligated
! and 521 million ~ for prior debt rcdudioa for Jordan. 

• 

-. 
, I 

) 

,.....-,.------0---



NO.____TREASURY CLEARANCE SHEET 
Date 2110/99 

MEMORANDUM FOR: X SECRETARY X DEPUTY SECRETARYDEXECunvE SECRETARY 
o ACTION 0 BRIEFING X INFORMATION 0 LEGISLATION 
o PRESS RELEASE 0 PUBLICATION 0 REGULATION 0 SPEECH 
TESTIMONY 0 OTHER 

THROUGH: 
FiROM: Under Secretary Geithner 
slUBJECT: Poor Country Debt Memo for the President 

REVIEW OFFICES (Check when office clears) 
o lLJDder Secretary for FInance o EDfortemeat o Polley Manlgtllltllt 
o i[)omestk FIQIIDCe DAD o Scheduling 
o jEconomk Polley o Customs o PubJlc AffainILlaIIeII 
o IFllcal 
OIFMs 

o RETe 
o Secret !!emu 

OTuPoiky 
OTreu:orer 

o jPubllc Debt o General Co_I . OE"-P 
o Inspector General OMlDt 

o lUnder Secretary (IllCem.Uonal) 0 IRS oS.vtnp Bonds 
o linCernatlooal Affaln 0 Lea\IIative Affaln 

o MlIIlIIlftIIeot OOtber____ 

OOCC' 

I NAME (please Type) INITIAL DATE OFFICE TEL.NO. -I 

INITIATOR(S) 

M. Monderer 

REVIEWERS 

1. Lister 

DAS Schuetch 

AJS Truman 

CC: 

DAS Atkinson 
DASZelikow 
Mrs. Lissakets 

It-
C(j. 

-~jY11 

2/10/99 

o.llC)/ct OJ 

~ \\~ Iq1 

IDD 

IMF 

ID 

I 

\ 

622-1284 

622-0112 

622-0154 

622-1270 

/ 

SPECIAL-INStRUCTIONS 

o Review Officer Date o Executive Secretary Date 

-----....,;.
00 F 80-02.1 (04/891, 



EXECUTIVE SECRETARIAT CORRESPONDENCE MEMO COVER SHEET 

VVednesday, February 10, 1999 

PROFILE#: 1999-SE-001441 

DATE CREATED: (12/1 011999 

ADDRESSEE: Hobert E. Rubin AUTHOR: Geithner, Timothy F. 
Secretary US, International Affairs 

SUBJECT: Poor Country Debt Memo for the President 

ABSTRACT; Poor Country Debt Memo for the President. 

RM3419 TO REVIEWERS TO EXECUTIVE SECRETARY 

. IN: IN: 

TO THE SECRETt1.RY 

~c ~" ,--l lD \ q~ 
DATE SIGNED: . 

~~ ~<S-.. '-lt6\~~DISTRIBUTION: AS, INTERNATIONAL AFFAIRS 

:.". N(l .A..LU ,~ ~ ~. 
~/l 6~~AA-~ 


!UtA.. C-<.... 't-o ~ 

1--/11 h~ 

02110/199905:15:15 PM· 

http:SECRETt1.RY


,. 




-
 .. 


~ "kll. M ()".~t2A IJ,A.,. 

(I 	 DEPARTMENT OF THE TREASURY r9~ /'111 
WASHINGTON, D.C. 

February 10, 1999 

UNDER SECRETARY 

MEMORANDUM FOR THE SECRETARY 
DEPUTYSECRETARYS~RS 

FROM: UNDERSECRETARY GEITHNER 1P1.. 
SUBJECT:· Poor Country Debt Memo for the President 

Recommendation: 

. That you sign the attached memo to the President outlining our policy on debt reduction for 
HIPCs and initiative e are undertaking to strengthen the current international strategy, as well 
as a forw~' memo to the Vice President. 

~I.gree 
 Disagree Let's discuss. 

Backgronnd 

The Presiident's FY 2000 budget request contains several elements of a more activist USGpolicy· 
toward debt reduction for RIPCs, including a contribution to the HIPC Trust Fund, authority to 
allow inc:ome on profits from IMF'gold sales to pay for IMF debt reduction and new E~AF 
lending, continued participation in Paris Club debt reduction, concessional debt reduction under 
the Africa Initiative, and initial funding for using debt for tropical forest conservation programs 
(the Portman Act). 

,	In addition, the Gennans have announced a Cologne "initiative" that in many respects mirrors 
positions: we and others in the G-7 have taken for some time. These would broaden debt 
reduction under the HIPC initiative by writing-off concessional debts and provide flexibility with 
regard to the timing and depth ofreduction. 

Neverth(lless, there is a considerable amount, ofmisinfonnation and misdirected criticism ofdebt 
reduction programs and policies, including by the Pope and Jubilee 2000 proponents. Given the 
increasing prominence of these issues and their relevance for the Cologne Summit, the attached 
memo is an effort to begin educating the President and the rest ofthe Administration as to the 
extent ofour actions and why faster and more complete debt write-offs are not advisable even for 
the poorest countries. '., \ 

--..--- ---------- 
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DEPARTMENT OF THE TREASURY 

WASHINGTON, D.C. 

UNDER SECRETARY 

MEMOllUNDuM FOR THE SECRETARY 

DEPUTY SECRETARY SUMMERS 


FROM: 	 Timothy Geithnet 

SUBJECT: 	 Memo to the President and Vice President on New Debt 
Initiative 

ACTION FORCING EVENT: 

Here's the note to the President and Vice President on our proposed debt initiative. 

When we went over this with the NEC Deputies yesterday, we found general support and 
enthusiasm for the substance, but some reluctance to outline the full details in public next week. 
Steinberg, in particular, argued for a more general statement by the President on Tuesday, mostly 
on the grounds that he thought it would be b~tter to have more time for consultations with the 
Congress and the NGO community, and even the G-7, before we went public. 

Lael Brainard called today, however, and said that the President would want to outline the full 
plan. 

We are drafting with the NSC two options for the President's Africa speech, one general and one 
. with the: full substance of the plan. 

RECOMMENDATION: 

That you sign the attached memo. 

______ Agree _____ Disagree _____ Let's discuss. 

Attachment 



DEPARTMENT OF THE TREASURY 
WASHINGTON. D.C. 

SECRETARY OF THE TReASURY 

March 15, 1999 

MEMORANDUM FOR THE PRESIDENT 

THE VICE PRESIDENT 


FROM: 	 Robert E. Rubin . <t. .~ .. \t. . 

Lawrence Summers v< rl~ 


SUlBJl:cr: 	 New Debt Initiative 

We have put together a proposal for a new international initiative to reduce the debt burden ofthe 
poorest developing countries that will put you in a leadership position among the G-7, but at the 
same time is responsible. 

-This approach substantially advances the proposals put forth by the Vice President at Davos and 
outlined in the FY2000 budget. The new initiative would provide more relie( more quickly to a 
broader range ofhighly indebted poor countries that have strong refonn programs~ would expand 
the aml:>unt ofdebt forgiven by an estimated $70 billion and bring in nine more countries than are 
eligible: under the current program. Adding this to the S32 billion in debt reduction potentially 
available under the current program, would increase the total total debt to be forgiven for all . 
potentially-eligible· countries by all creditors to as much as S102 billion. The details are outlined 

\ 	 . 
in the attached note.. .. 	 , 

The President will be speaking at the US - Afiica Ministerial next week, and could unveil this 
strategy in detail at this gathering orpresent it in a more general·thematic manner only at that 
time. 

Broad Objectives 

In outlining this proposal, you would call on the international conimunity to commit to work 
towards the time when no nation that is committed to economic refonn and to building the 
institutions necessary for effective and accountable government is left with an unsustainable debt 
burdetl that unduly constrains it from devoting resources to satisfy the basic needs of its people. 

This new initiative would preserve the underlying principle ofreciprocal responsibility in the 
current prognim, with relief targeted to perfonnance. The program would offer two tiers of 

. / treatment - more generous treatment than is available under the current program for all eligt'ble 
counnies and exceptional treatment for countries that meet strong governance standards and 
commit to devote the resources saved to meeting basic human needs. And, in contrast to the 
current HIPC framework, we would seek to put greater emphasis on early and substantial cash 
flow relief, in addition to deeper debt reduction. 
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This ap!proach does not embrace proposals for complete debt forgiveness or general moratoria, 
which vve believe would impair the capacity ofthese countries 'attract the private capital flow that 

. is critical to long-term development and could encourage countries to engage in imprudent 
borrowing and maintain poor policies in the hope that their. debts would not have to be repaid. 

Key EleDieats 
I 

To mee:! these objectives, the international CQmmunity would move beyond the current outlines of 
the :m:PC program to adopt the following approach, which combines proposals that provide more 
generous treatment for an countries that meet the existing HlPC performance criteria, with 
measures that would provide excePtional treatment for exceptional performance: . 

• 	 Front loaded relier 

• 	 A new focus· on early debt service reliefby the international financial institutions, 
which under the current program only provide debt stock reduction atthe end of 
the program. 

• 	 An immediate increase in the debt e1i81Dle for cash flow relieffrom government 
creditors by shifting the "cutoir dates that define what debt is included. The Paris 
Club ofcreditor cOuntries specifies the debts e1i81Dle for reduction or rescheduling 
at a point in time, which in many cases goes back to the early-to-mid-1980s, and 
excludes newer debts. 

• 	 Deeper debt reduction 

• 	 Complete forgiveness ofbilateral concessionalloans, rather than rescheduling as is 
done at present. 

• 	 Deeper reductions in bilateral non-concessional debt (from up to 80 percent to 90 
percent across the board). 

• -Expanding the debt eligible for reduction by shifting "cutoir dates, as above, 
which would leave Jess debt outstanding after forgiveness. 

• 	 Exceptional reJierwith targeted support (or basic buman needs 

• 	 Deeper debt reductions for countries that have strong records on governance and 
civil society reforms and commit to devote the resources saved to meet basic 
human needs. It will be important. but difficult to find a mechanism for maldng 
these determinations in a re/o.tively objective manner that is not vulnerable to 
politicization. 

• 	 Innovative approaches, such as debt for nature swaps, that channel resources from 
debt service into local currency investments to support environmental protection, 
education, or other needs. 
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o 	 Avoiding future debt problems 

'. 	 A commitment to provide at least 90 percent ofnew official development 
assistance to HlPC countries on a grant basis. 

• 	 Post coaflict 

• 	 " New approaches to help countries emerging from protracted domestic conflict that 
facilitate early engagement-by the IFIs with resources to support reconstruction 
and also to ensure that new aid flows are not diverted to paying-off old debt owed 
to the same donors that are supplying assistance. 

• 	 New FlDaBcing 

• 	 Support for IMF gold sales, the World"Bank's HIPC Trost Fund and other 
approaches to meet the financial costs ofthis initiatives. 

FlDaadai Costs 

The financial costs ofthese proposals are sensitive to assumptions about which countries would 
_aciuaJJy meet the perfonnance criteria under the program. 

The direct budget costs to the United States ofreducing the estimated $3.3 billion in bilateral debt 
outstarlding to all countries that meet the economic-and financial criteria for HIPC eligIoility 
would be about $190 million spread over several fiscal years. Realistically, however, many ofthe 
countries that meet the economic and financial criteria for HIPC eligibility would not meet the 
perfortnance criteria -Liberia, Somalia, and Sudan, for example, account for almost halfthe 
budgetary costs, but have refonn records that would disqualify them from HIPC treatment. Other 
countries, such as Democratic Republic ofthe Congo (ex-Zaire) are included in base costs, but 
are not likely to come forward for debt relief anytime soon. 

The other G-7 and Paris Club creditors would face substantially higher costs, because they have 
generally forgiven less bilateral debt than we have. and have providing a substantially higher 
propol1ion ofdevelopment assistance flows in recent years in the fonn of loans rather than grants. 

The CCtsts ofmeeting the IFI share ofthis initiative would be substantial, about $6 billion more 
than under the current program. Our IMF financing proposals, including the use ofinterest 
earnings on the proceeds ofup to 10 million ounces ofIMF gold and use ofa special reserve 
accowlt, would meet only part ofthis gap. Weare in the process ofexploring other proposals, 

-"but ar4: unlikely to be able to identitY ways to close the full gap up front. 

Because countries wilJbecome eligible only gradually and because not all countries are likely to 
qualifjr. we believe it is reasonable to go ahead without having fully identified how to meet the IFI 

. portion ofthe program. The first RIPC program was launched in 1996 despite a very large 
financing gap. 
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Alternative Approacbes 

The proposals outlined above would put us out in front ofmost ofthe G-7. However, there are 
several ,alternative approaches offered by the NGO community and parts ofthe G· 7 that are not 
part ofour proposal and that we do not believe we should support. 

• 	 Acceleration. The UK and others have proposed accelerating from six to three years the 
point at which eligible countries get debt reduction. We believe it makes sense to preserve 
1the current framework, which provides for acceleration on a case by case basis, because of 
the importance ofpreserving the incentive for a sustained reCord ofperfonnance. By 
lProviding more substantial up front or "interim" cash flow relit( we can offer the same 
financial benefit without undermining the incentive for sustained perforritance offered by 

.withholding debt reduction until the end of the period. 

• 	 Deeper reduction with less conditionality. Some have proposed offering deeper 
reduction to all HIPC countries. Our approach, in contrast, provides a combination of 
greater relieffor all eligIble countries with more exceptional treatment for those that have 
better governance records and commit to devote the resources saved from debt service to 
meeting basic human needs. This might be criticized by some ofthe beneficiary countries 

• and part of the NGO community and members ofCongress as less generous and more 
intrusive, but it is likely to be welcomed by much ofthe NGO community, because ofthe 
emphasis on devotiitg increased resources to basic human needs. 

• 	 Comprebeosiveforgiveness or general moratoria. Our approach offers significantly 
more generous financial reliefthan is available under the current program without offering 
comprehensive forgiveness or general moratoria. As we have discussed before, we believe 
complete forgiveness, particularly ofthe non-concessional debt, could be 
counterproductive by discouraging future private capital flows to the these countries. If 
we were to signal indiscriminate relief ofdebt obligations regardless ofa country's 
capacity to pay. we will undermine the incentives any country has to perform and reduce 
the willingness ofprivate investors to lend to those govenunents. It is important to 
maintain the principle that borrowers should honor their obligations or new credit will not 
flow. Debt forgiveness cannot be viewed as a right or an entitlement. 
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. U.S. Proposals for a New Initiative on the Debt of the 
Heavily Indebted Poorest C01llntries (HIPCs) 

Propouds au.d cost estimates: 

These ptoposa!s are directed primarily at mobilizing more reliet: at a more rapid pace, for a 
broader range ofcountries that are poor, highly indebted, and committed to reforming their 
economies. The more dl?btor countries take responsibility for sound economic policies that meet 
basic mrman needs, the more creditor countries should be willing to respond with greater relief 
oftheir dl?bt burden. 

Under the current HIPC program, 41 countries meet the income level threshold, and ofthese 23 
have delbt burdens large enough to make them eligible. Within this universe ofcountries, only 
those that met the conditions for sustained economic refonn. would actually received debt 
reductictn under HlPC. 

Ifour entire proposal was adopted, we estimate that HIPC~ligible universe would be expanded 
by 9 colWltries. Eligible countries would have their debt reduced by an additional $70 billion (of 
whi~ $3 billion would be USG debt). The additional USG budgetary. costs would be about $190 
million ($100 million, eKcluding Liberia, Sudan, and Somalia). There are likely to be indirect 
budget costs associated with the rns, as well, but we believe those should be manageable and 
spread-out over time. 

Out pmposal involves the fonowing changes to the current program: 

Front Loaded 

1. 	 Debt service relief ("interim relief") by the IFIs • 

~ 	 HIPC time-line is 6 years: IFI relief is on the stock ofdebt at year 6. Bilateral creditors 
already provide interim relief to HlPC countries throughout the 6 years, and ~ relief at 
year 6. This proposal would provide IFI reliefbetween the decision point (year 3) and the 
completion point (year 6). 

~ 	 The UK and Germany proposed reducing the HIPC time-line, our criticisms oftheir 
approach are (1) this is already being done for the best reformers, (2) this removes the 
whole idea ofresponsibility on the part ofthe debtor, and (3) "interim relief" by IFIs - as 
is being done by the bilateral creditors - can have the same effect without eKcessively 
undermining conditionality. 

~ We think that this proposal would have the support ofCanada, France, Italy. and Japan. 
~ Direct cost to the USG =-0-. 

-----_.... _
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2. 	 "rovide at least 90% or new aid (ODA) to RIPCs on a grant basis. 

II> 	 The US, UK, and Canada (plus the Nordics) provide over 90% oftheir aid toHIPCs on a 
g1anI basis. This provides urgently needed money without increasing the size ofa 
country's debt burden. 

II> 	 New concessionalloans, on the other hand, increase a country's debt burden and make it 
llIlore difficult to reduce debt service bmdens because new debt is considered senior. 

II> 	 \Ve think that Japan, France, arid Italy would have the most problems with this proposal, 
primarily because they provide a significantlysmaller sItar'e oftheir bilateral aid on a grant 
basis. 

II> 	 Cost to USG = -0-. 

3. 	 ]~orgive 100% orbDaterai c:onc:essional (ODA) debt 

II> 	 Bilateral ODA loans are not subject to debt reduction under the HlPC initiative, though 
ODA debt is rescheduled over lengthy periods. The USG already has forgiven 
t::oncessional debt owed by many ofthe H1PC countries and has proposed additional 

• forgiveness\under the Africa Initiative. 
II> 'We have been pressing for inclusion ofthis debt iIi Paris Club reduction since 1996, but 

:France, Japan, and Germany (which now has changed its position) have been opposed. 
II> 	 :Leverage: ODA debt forgiveness by the USG on the 23 countries currently expected to 

receive H1PC treatment would be Sl.8 billion, the global amount would be around $31 
billion. 

II> 	 Cost to USG =S9S million in addition to amounts already requested in FY 2000 budget 
for the Africa Initiative. 

4. . 	 Forgive 90% or DOa-cODcessioDaI debt 

II> 	 Bilateral creditors already provide more than Boolo debt stock reduction and interim relief 
between the "decision point" and "completion point"on an adhoc basis when necessary to 
achieve debt sustainability targets. This proposal would increase the level for all HlPC 
countries to 90010. 
An increase to 100% without regard to a country's capacity to service its obligations 
would undermine reform incentives, would reduce the amount of resources available for 
debt reduction to other debt.;.bmdenedcountries~ and could reduce the prospects for future 
private capital flows to developing countries. Complete forgiveness would encourage 
countries to borrow imprudently and pursue risky policies in the expectation they would 
not have to repay their debts. 

II> 	 Leverage: the US would forgive an extra S300 million by raising debt forgiveness on non
concessional debt to 90010 for the 23 countries currently expected- to receive HIPC 
treatment, the global amount would be around $1 billion. 
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.. 	 Cost to USG = $40 million. 

5. 	 Consider inclnding "post cutotr-date" debt in the base of non..concessional debt 
Illigible for reduction 

Most IDPC countries have received bilateral debt reschedulings and reductions by b;!ateral 
c:reditors for years. Usually an original "cutoffdate" was set so that all debt contracted 
before that date is considered eligible for debt forgiveness. Some ofthose "cutoff dil!es" 
go back more than 1 5 years - all debt contracted after the "cutoffdate" is considered 
:;enior and not eligaDle for debt forgiveness. Cut offdates are a mechanismfor 
4mt:ouraging new money toflow by providing seniority over other types ofdebt. 

.. Our proposal would consider changing this "cutoff date" on a case-by-ease basis~ primarily 
for the better reformers, to provide more extensive debt relief. 

.. Leverage: a rough estimate ofmoving the cutoffdate would be that an extra $400 million 
in USG debt forgiveness would increase global debt forgiveness by $4 billion. 

.. Cost to USG = 525 million. 

Providing exceptional levels ofdebt reduction to those countries that have strong records on 
econounc and civil society reforms and which commit to specific targets for devoting increased 
resources to spending on education, health care, and other basic human needs and environmental 
protection: 

6. 	 Reduce .debt sustaiDability targets: 

A.. 	 Reduce tbepresent vlllue of debt to espons to 150%. 
. . 

.. HIPC debt re1iefis provided to a country to allow it to meet a debt sustainabiIity target of 
2()()"'250% ofpresent value (PV) ofdebt/exports. The G7 generally support lowering the 
target to a Bat 2000.4 (the UK has proposed 150%). We would propose lowering it to 
1500/0 for those countries that are the best economic reformers, are committed to devoting 
increased resources to basic human needs, and have strong records in terms of 

I governance, anti-corruption, and 4~ocratic reforms. 

We estimate that lowering this target would bring· in 7 additional countries (Cameroon, 

C~ Ghana, Guinea, Laos, Malawi, Sierra LeOne) and increase debt relief by 523 billion 


. (of which, 5300 million is USG debt), while preserving the principle ofdebtor 

responsibility. 


.. 	 Additional global cost =58 billion. 

.. 	 Cost to the USG :::: 515-20 million; does not include our share ofincreased IFI costs of$4 
billion. 
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11. 	 Reduce rlScaI target measure of debt sustaiaabDity to 150%. 

J10r extremely open economies (400Aa ofgovernment revenues from exports and 
itOvernment revenues equal to at least 20% ofGOP) - HlPC debt reliefis provided to a 
c:oun1ry to allow it to meet a debt sustainability target of280% ofPV of debt/revenues. 
l,"Ne would propose lowering the threshold measures to 30% ofgovernment revenues from 
c!Xports and government revenues equal to at least 15% ofGOP and the target level of 
debt to 250% ofgovernment revenues, using the same reform conditionality as in the 
Jowering ofthe debt/exports ratio. 

.. 	 Brings in 2 additional countries (Republic ofthe Congo and Honduras) and increases debt 
reliefby $11 billion (ofwhich, $200 million is USG debt), while preserving debtor 
responsibility and our values. . 

I> Additional global costs =$4 billion. 
.. . Cost to USG =$10 million; does not include our share of increased IFI costs of$2 billion. ' 

7. 	 Support for innovative approaches, such as debt for nature swaps -as embodied in . 
:your FY 1000 budget request - to channel resourcesrrom debt service to support 
Jor environmental protection, education, and other initiatives. 

.. 	 One way to insure that resources freed-up by reduced external debt would go to domestic 
:11Se8, would be to build on the approach pioneered by the USG in the Enterprise for the 
Americas Initiative and the Tropical Forest Conservation Act to fund debt swaps for 
environmental and educational initiatives. .. ' . 

8. 	 Commit to rmd innovative approaches to assist countries emerging from protractftt 
domestic conDidl. . 

.. 	 Included among the HlPCs are countries that have been engaged or are engaged in 
domestic conflicts (e.g., Liberia, DROC).· Once they convincingly emerge from conflicts, 
those nations need to rebuild their countries, but will not be immediately eligible to receive 
the type ofsupport envisaged in lDPC because their lack ofa track records or refonns will 
be weak.. 
Declare a moratorium on debt service to bilateral creditors so that new aid flows to meet· 
humanitarian needs and finance 'reconstruction are not diverted to paying donors. 

.. 	 The IFIs would provide new, highly eoncessionallending and grants on a timely basis to 
support both emergency reconstruction and longer-term development. 
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Financing 

9. 	 J'inancial support from the G-7 and IFIs to help finance the costs of this iaitiative. 

.. 	 One ofthe major flaws in the German and UK initiatives have been the lack ofdiscussion 
about the costs involved in enhancing the HIPC initiative. We think it is imperative to 
IIdciress these issues and to make concrete proposals. 

To finance the costs to the IMP, we would propose (all proposals require Congressional 
:lUpport): 

Gold sales: invest the profits from sales ofup to 10 million ounces ofthe IMF's 
gold. We are close to achieving Consensus among the G7 for the IMP to sell up to 
S million ounces ofgold (Germany has not formally agreed), and we propose to 
double what is considered the consensus to sell IMP gold..Authority for this is 
being requested in coMection with the FY 2000 budget request . 

. . Special Contingeucy Account (SCA-l): this account is designed to assist in the 
de facto refinancing ofarrears ofcertain IMP members. We propose to contnoute 
our share ofthe SCA-2, S3oo'million, to the HIPC trust fund. Authority for this is ' 
being requested in connection with the FY 2000 budget request 

IMF premium: We have led the drive for the IMP to charge higher interest rates 
on emergency financing (such as Brazil) and now exploring ways to use some part 

, ofthe funds generated from this interest premium to finance the multilateral costs 
ofthe HIPC initiative. 

The World Bank opened a HIPC trust fund to pay for its own costs and those ofthe 
regional development banks in forgiving HIPC debt. The Bank expects to fund its costs of 
the current initiative on a yearly basis out ofnet incom~ but the AfDB, in particular 
remains short offinancing. Costs of the World Bank, IDB, and AfDB all would increase 
under a changed HIPC. 	 . 

In the FY 2000 budget request, we have asked for $50 million to contribute to the 
Trust Fund and Should be prepared to ask for more next fiscal year. 

Germany has proposed a DM 50 million contnoution and it and others should be 
asked to provide more. 
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JImpact of New HIIPC Initiative 
forr AD Poteadally EUgible Couames 

USGDebt NewIFI USGDirect Countries 
(SbiUions) 

Debt Forgiven 
Forgiven c:osts Budget Cost (II) 

(S billions) (S billions) (S milliO'll.) Includes 
~induding Liberia. 

FY99 Somalia, Sudan 
appropriation or 
FYOO IeqUeSt. 

8 232.4Base 32 

100% OJ)A.redud;ioa +31 . +u 0 +S95 0 

090% DDD"oOA ~0Il +1 +0.3 0 +$40 

"'Past c:ut.o1f'date"" . +4 +0.4 0 +$25 0 

+7Lowa' D,ebtfexport ratio +23 +0.3 4 +S20 

Base C~ilSC: Lower DebtlExports Lower Fiscal 
Ratio Ratios 

Bolivia Cameroon Congo (BrazzavWe) 

Burkina Faso CAR Honduras 

Burundi " Ghana . 

DR Congo (ex.Zaire) Guinea 


. Cote d'Ivoire " Laos 

Ethiopia Malawi 

Guinea-Bissau Sierra Leone 

Guyana 

Madagascar 

Mali 

Mauritania 

Mozambique 

Myanmar 

.Nic:aragua 


" Niger 

. Rwanda 

Sao Tome· Principe 

Tanzania 

Uganda 

Zambia 
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Impact or New HIPC Initiative 
exduding Liberia, SomaJ~ Sudan 

:::.: ' 

Debt Forgiwn 
($ billions) 

USGDebt 
Fargiwn 
(S~) 

NewM 
COSIs 

($ billions) 

USGDireet 
Budget Cost 
(SmiHioas) 

DGt illcludiDs 
FY99 

appropriation or 
FYOO request. 

Counlries 
( if) 

BaseCu, 20 1.6 .5 20 

100% reducticD +27 +0. 0 +14.5 0 

!JOIKt noa-ODA n:duI:daD +1 +0.2 0 +SS 0 

"Past c.:utI:dfdate'" +4 +0.3 0 +S20 0 

Lower DC:btIexpOrt ratio +21 +0.2 4 +s20 . +7 

Base Case: 

nolivia 
llurkina Faso . 
Uurundi 
])R Congo (ex;·Zaire) 
Cote d'Ivoire 
Ethiopia 
Guinea-Bissau 
C3uyana 
Madagascar 
llffali 
l~' . . 
l~ozambique 
Myanmar 
Nicaragua 

. Niger 
]Rwanda 
Sao Tome - Principe 

. Tanzania 
Uganda 
Zambia 

Lower DebtlExports Lower FiScal 
Ratio Ratios 

cameroon Congo (Brazzaville) 
CAR Honduras 
Ghana 
Guinea 
Laos 
Malawi 
Sierra Leone 
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. DEPARTMENT OF THE TREASURY 
WASHINGTON, D.C• 

. June 2, 1999 
SECRETARY OF THE TREASURY 

MEMORANDUM FOR THE PRESIDENT 

THE VICE PRESIDENT 


FROM:: 	 Robert E. Rubin l2 S.fl.. 

Lawrence H SummersiJj) 


SUBJECf: 	 Update on RIPC Negotiations for the Summit 

.. 	We are rclose to an agreement in the G-7 ona debt iiUtiative for the Cologne Summit that closely 
matches the proposals you outlined for the Heavily Indebted Poorest Countries (lDPCs) earlier 
this year at the Africa Ministerial. Final agreement may require your personal intervention with 
the FreIlich and Japanese and may also require that you make a commitment at the Summit to seek 
additional funding from the Congress over the next several years to help meet the costs of an 
expandfd initiative. 	 } . . .. 

This memorandum outlines the key elements ofthe new initiative and identifies several options for·. 
responding to pressure from the other G-7 for a commitment to burden sharing by the United 
States. 

The new' initiative would provide deeper debt relief, more quickly, to a broader range ofthe 
poorest, highly indebted countries committed to reform. It has three key components: 

'. 	 POYerty Reduction: The new initiative is built around a new framework ofpolicy 
conditions, anchored in reformed IMF and World Bank programs, that provide for. 
a greater link to poverty reduction, through more ~vestment in health, education 
arid other basic social needs. 

Deeper Debt Reduction: 	The·new initiative would provide significantly deeper 
debt reduction to eligible countries, including through 100 percent cancel1ation·of 
concessionalloans, and deeper reductions in non-concessionalloans by 
governments and loans by the international financial institutions. 

We are still negotiating the precise level ofreliefto be provided, with 
France andJapan still insisting on very modest reductions, and the UK 
isolated infavor ofa proposal with prohibitive costs. 

• 	 FaSter Relief' We are close to agreement on a series ofproposals that would 
allow eligible countries to benefit from cash flow reliefihrough earlier reductions 
in debt service and earlier reductions in the stock ofdebt outstanding. 
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, A final ilgl'eement along the lines we have proposed would more than triple the scale of relief 
available under the current initiative. QualifYing countries would have their outstanding debt 

. reduced by $40 billion in present value terms (i.e., in terms of 1998 constant dollars), compared 
with $12.5 billion under the current HIPC initiative. (The comparable nominal amount of debt 
reducticm would be $73 billion, up from $25 billion under the cuirent initiative.) 'This could result 
in annuiLl, debt service reductions ofas much as $3-4 billion from what these countries now owe, 
freeing ,substantial additional resources for investments in people. 

The cos:ts of this initiative are substantial, particularly to the international financial institutions, but 
they call be spread over a lengthy period oftime. 

Our direct bilateral costs are likely to be $250 million total over three to five fiscal years and' 
starting in FY 2001 to reduce $3.5 billion outstanding. Other countries that have not yet forgiven 
as much concessional and nonconcessional debt, particularly Japan and France, face substantially 
higher (:osts. ' ,. 

The COf:tS to the international financial institutions are likely to increase by $7 billion: A large part 
ofthat .:;an be financed out oftheir own resources and also can be spread over a long period of ' 
time. ' 

• 	 A Summit agreement on sales oflMF gold, for example, combined with other IMF 
resources, will take care ofa substantial part ofthe IMFs costs. 

• 	 The costs to the World Bank and the regional developments banks cannot be 
financed entirely out oftheir own resources, at least not without a substantial. and 
probably unacceptable reduction in their capacity to provide concessional finance 
to theiC poorest members. 

, We thir'1k the best way to help finance these residual Costs is through expanding an existing World 
Bank fbnd, called the IDPC Trust Fund, that is financed by bilateral contributions that are now 
devoted to helping to reduce the costs ofreducing the debt ofthe regional development ,banks. 
An expanded Trust Fund, with total contributions in the range of$3 billion, would probably be 

, sufficient. The rest of the costs could be met in future replenishments ofthe concessionallending 
,arms of the multilateral development banks. ' 

We have proposed in your FY2000 budget request an initial contribUtion of$50 million. We are 
, likely to recommend that we request between $100 million and $200 million per year over the 

next thlree to five years. 

We have come under some pressure in the Summit process from Japan and France to quantify a 

specific: financial commitment to help meet the increased costs ofthe initiative as a condition for 

their llB;reement to the package. There are several ways we could choose to respond to this 

pressure. 




3 


1. 	 We could refuse to make any com.mitment until we have greater detail on the likely 
costs and have ritaximized available options to finance the initiative with the 
resources ofthe international financial institutions. Since Germany wants a deal at 
the Summit and is eager to avoid a fight over "burden sharing, " it is possible this 
approach could work, but it is not likely to satisfy the others and couldmake the 
discussi.on in Cologrre more contentious. 

2. 	 We could make a general commitment to increase our contributions to an 
expanded lDPC Trust Fund, but decline to specifY the scale ofsuch a commitment 
until we have greater clarity on the cost front and have satisfied ourselves t,hat we 

. have exhausted the potential to use the resources ofthe institutions. This is a 
reasonable option, andw'ou/dprobably ultimately prove acceptable to the other 
0-7. 

:3. 	 We could call for an expanded HlPC Trust Fund, and rename it the "Millennium 
Fund,'" at an initial size of[$2 billion or more], and pledge to pay an appropriate 
share ofthe total. This would put us out in front ofthe Congress, lead to greater 
pressure on us to clarify our share, andreduce some ofthe pressure on the IFls to 

. explore innovative ways to meet their costs. 

Our incJIination is to recommend option two, in which the U.S. would agree to increase our 
contn"ution to the HlPC Trust Fund but decline to specifY the amount ofour support until we 
have gmater clarity on costs and other funding options. We are in the process ofpreparing a 
consensus recommendation with your economic and national security teams. 

http:discussi.on
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Impact or New BIPC ][nitiative 
(38 countries, excluding Liberia, Somalia, Sudan) 

. 
Cummt
1SO%PV 
debt/exports; 
28O%PV 
debtlrevenue wI 
qualifying 
tbresbolds = 40% 
erpI GnP, 20% 
revenuelGDP 

Frauce. 1apan 

2001 2SO {wI 
thresholds = 
30/1S) + 
inclusion ofODA 

170 1250 (30IlS) 
+ODA 

us, Germany. 
CBJWia 

ISO 12S0 (JO/l S) 
+ODA 

UK 

ISO 1200 (lO/lO) 
+ODA 

Nwnberof 
countriesl 26 29 31 34 34 

Amount forgiven: 

Total debt service 

Present \'Blue 

S22 billion 

$12 billion 

$60 billion 

$33 billion 

$66 billion 

$36 billion 

$73 billion 

$40 billion 

$8S billion 

$47 billion 

Avg. 8DDualcasb 
now savings fum 
KheduJed debt 
service SO.8-1.3 billion $2.3-3.6 billion $2.S-4.0 billion $2.8-4.4 billion . $3.3-S.0 billion 

1FI PV c(lsts 

ofwhich: non-
IMF 

$6:2 billion 

$S.O billion 

$9.6 billipn 

$7.9 billion 

$11.1 billiOn 

$9.1 billion 

$13.3 billion 

$11.0 billion 

S16.6 billion 

S13.7 billion 

Countries: 
Bolivia 
BurtdDaFuo 
Bun.Iodi 
Cameroon 
DR COlI., (ex- . 

Zaire) 
Cote ct· Jvoim 
EdIiopia 
Oui.-. 
Guiaca-Bissau 
~ 
MadaP""""" 
Malawi 
Mali 
Mauriiaoia 
MGElllllbiquo 
Myamnar (Burma) 
NiClll'll&lJll 
Nip 
RWIDda 
SIIOT_ 
Sia:rar.. 
Tanzmia 
Uganda 
Zambia 

&oi.o 
CAR 
Clhaua 
Honduras 
Laos 
SeIlegal 
Togo 


. Yemen 


Treasu.ryIIDD 
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DEPARTMENT OF THE TREASURY 
WASHINGTON 

UNDER SECRETARY 

May 26, 1999 

MEMO:RANDUM FOa SECRETARY RUBIN 

DEPUTY SECRETARY SUMMERS 


FROM: 	 Timothy F. Geithner ~f" 

Under Secretary for International Affairs 


SUBJECT: 	 Memo to the President on HIPC 

Attached is an update for the President and Vice President on the HIPC initiative for the Cologne 
Summit. 

The memo notes that the President'might need to intervene personally to bring closure to G-7 

negotiations. It also provides three options for dealing with international pressure for 

burdensMring by the U.S. at the Summit. Those are: 


1. 	 ' Make no commitment until there is greater detail' on costs and the amount of 
contributions that are required for, IFIs are identified. 

2. 	 Make a general commitment to request funding from Congress over several years 
to cover unfunded IF! costs, but not to quantify that at Cologne. \ 

3. 	 Establish an expanded HIPC Trust Fund (a "Millennium Fund") and pledge to pay 
a reasonable and appropriate share ofthe amount required of$3-5 billion. 

Our intention is to recommend the second ofthese options. 

Budget costs to reduce debt owed directly to the USG are estimated at $250 million, also 

beginning in FY 2001, which we would face over 3-5 fiscal years. 


NEC, NSC, and State are supportive ofthis package, and we are working with OMB to seek its 

support of the increased amounts required to implement the President's initiative. 


cc: Ted Truman 
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